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86TH CONGRESS HOUSE OF REPRESENTATIVES REPORT 
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LIFE INSURANCE COMPANY INCOME TAX ACT OF 1959 


Fesruary 13, 1959.—Committed to the Committee of the Whole House on the 
State of the Union and ordered to be printed 


Mr. Mitts, from the Committee on Ways and Means, submitted the 
following 


REPORT 


[To accompany H.R. 4245] 


The Committee on Ways and Means, to whom was referred the bill 
(H.R. 4245) relating to the taxation of the income of life insurance 


companies, having considered the same, report favorably thereon 
without amendment and recommend that the bill do pass. 


I. GENERAL STATEMENT 


Your committee’s bill, H.R. 4245, the life insurance company in- 
come tax bill of 1959, provides a permanent method of taxing life 
insurance companies for the calendar year 1958 and subsequent years. 
This new treatment replaces the 1942 formula which, under present 
law, would otherwise be applicable. Mr. Reed, the ranking minority 
member of the committee, introduced a companion bill, H.R. 4246. 

Your committee’s bill in general provides a tax base for life insurance 
companies consisting of three parts: ‘‘free’”’ investment income; one- 
half of underwriting gains (or, more accurately, one-half of the excess 
of gains from operations over taxable investment income); and to the 
extent distributed to shareholders, the remaining gains from under- 
writing. This latter part, the tax on income when distributed, applies 
only if more than the amounts already subjected to tax under the other 
parts are distributed. Also, this latter phase applies only for 1959 and 
subsequent years. In addition, the bill for 1959 and subsequent years 
taxes net long-term capital gains under a separate tax at a flat 25- 
percent rate similar to that applicable to the capital gains of other 
corporations. 

In computing the net investment income which is “free” or not 
required for life insurance reserves and other contracts, and therefore 
subject to tax, the bill adopts a new approach as a substitute for the 
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1942 formula. It determines the reserve and other contract liability 
deduction on an individual company basis rather than, as does the 
1942 formula, on the basis of a uniform percentage of investment 
income applying to the entire industry. This deduction under the 
bill takes into account the earnings rate of individual companies and 
an assumed rate for reserves (the company’s or the industry’s, which- 
ever is higher). 

In taxing underwriting gains—one half currently and the other half 
when made available to shareholders—the bill is imposing tax on a 
type of income not subject to tax under the 1942 formula and under 
the more recently applicable stopgap formulas. 

To aid new and growing companies the bill allows net losses from 
underwriting to be “offset in full against taxable investment income 
and to aid small business a special deduction is allowed equal to 5 
percent of investment income up to a maximum deduction of $25,000, 

For future years the bill also provides an exemption for investment 
income allocable to qualified pension fund reserves under the “free” 
investment income base of part 1. This treatment is provided in view 
of the exemption presently available for pensions provided through 
‘‘trusteed”’ plans. The exemption is made effective in three steps over 
the period 1959 to 1961, being one-third effective in 1959, two-thirds 
effective in 1960, and fully effective in 1961. 

This bill is expected to result in approximately $545 million in 
Federal income taxes being paid by life insurance companies with 
respect to the calendar year 1958. This can be compared with the 
$500 million which would be paid if the 1942 formula were continued, 
or $319 million if the 1955 stopgap formula were made applicable. 
About 72 percent of this $545 million provided under the bill for 1958 
will be paid by mutual insurance companies and the remaining 28 per- 
cent by stock life insurance companies. For 1959 it is e xpecte od that 
under this bill life insurance companies will pay about $585 million in 
Federal income taxes, without taking into account collections to be 
derived from the tax on distributions or the tax on capital gains. 

The Treasury Department has indicated to your committee that it 
supports this bill. 


II. REASONS FOR THE BILL 


Since 1921 life insurance companies have been taxed only on their 
net investment income. They have been taxed on the portion of this 
income over and above a deduction computed under a formula which, 
on an industrywide basis, measured the commitment to add interest 
to reserves. The formula which would apply for the calendar year 
1958 and subsequent years, in the absence of any action by Congress, 
is the so-called 1942 formula. This is the formula which was in effect 
for the period 1942 through 1948. For the period 1949 through 1957 
soedlléa stopgap formulas were applicable. The most recent of these 
was the 1955 stopgap formula which applied for the year 1955 and 
was extended to 1956 and 1957. If Congress were to take no action, 
the 1942 formula would become applicable again with respect to the 
calendar year 1958 and subsequent years. 

As indicated below, both the 1942 and 1955 formulas for the taxa- 
tion of life insurance companies developed serious inadequacies which 
your committee believes it would be unfortunate to perpetuate in any 
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permanent system for the taxation of life insurance companies. 
Testimony of the Under Secretary of the Treasury, appearing before 
a subcommittee of your committee last fall, also made it clear that 
this was the view of the Treasury Department. The 1955 stopgap 
formula, however, in addition to containing many of the defects of the 
1942 formula also results in the collection of an inadequate share of 
total tax revenues from life insurance companies. Under the 1955 
stopgap formula, revenues of about $319 million would be obtained 
from life insurance companies with respect to the calendar year 1958, 
while the 1942 formula would produce tax revenues from this source 
: about $500 million for that year. 


Taxing underwriting gains 

"ie of the principal difficulties with the present arrangement for 
the taxation of life insurance companies is the temporary nature of 
the formulas under which such companies have been taxed in the past 
several years. The year-by-year extension of stopgap treatment has 
created uncertainty as to the tax treatment of life insurance com- 
panies, and these companies frequently have not known until after 
the end of the year in question what their Federal tax burdens would 
be in that year. This uncertainty can be removed only by finding a 
permanent means of taxing life insurance companies, and to achieve 
this it is necessary to reconsider the basic problems which have arisen 
in connection with their taxation. 

The most basic problem involved in the taxation of insurance com- 
panies arises from the fact that any formula based only on investment 
income omits from the tax base significant elements of income and loss. 
This omitted segment for convenience may be called “underwriting” 
income or loss. Under the bill, this underwriting income (or loss) is 
measured as the difference between the gain or loss from total opera- 
tions of the company and the taxable portion of its investment in- 
come. By and large, it arises from premium charges which are in 
excess of the c harges required to meet that part of the claims of policy- 
holders and their beneficiaries which are not met by interest additions 
to reserves. Another element of underwriting income or loss may 
arise from the amount included in the premium to cover expenses of 
the policy being either larger or smaller than the actual expenses in- 
curred during the life of a policy. 

Where these premium charges are in excess of amounts ultimately 
required to meet claims, and the excess is paid out to stockholders, it 
would appear that stockholders have derived a benefit which is prop- 
erly classified as income. Similarly, where this underwriting income 
is held in surplus, these savings are substantially equivalent in effect 
to surplus derived through any retained earnings. Moreover, since 
1921, there has been a steadily increasing tendency within the in- 
dustry to stress policies which involve relatively little of the invest- 
ment element and a larger portion of the pure insurance element where 
income is largely underwriting income. It has developed that in 
many situations companies selling a relatively large amount of policies 
without a significant investment element have been taxable on an 
income which is only a small fraction of the total income they report 
on their own books. It also has developed that many insurance 
companies have shown a loss on their total operations and have still 
been subject to a Federal income tax on the basis of a formula which 
looked only at their investment activity and not at their total activity. 
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Although it is believed desirable to subject this underwriting income 
to tax, it is alleged that because of the long-term nature of insurance 
contracts it is difficult, if not impossible, to determine the true income 
of life insurance companies otherwise than by ascertaining over a long 

eriod of time the income derived from a contract or bloc of contracts. 

ecause of this, your committee’s bill does not attempt to tax on an 
annual basis all of what might appear to be income. Therefore, 
in this bill half of the underwriting income is taxed as it accrues each 
year. However, the other half of the underwriting income is taxed 
when it is paid out in a distribution to shareholders after the taxed 
income has been distributed, or when it is voluntarily segregated and 
held for the benefit of the shareholders. This other half of the under- 
writing income also is taxed if the cumulative amount exceeds 25 per- 
cent of life insurance reserves or 60 percent of the insurance premiums 
for the taxable year or if the company ceases to be a life insurance 
company. 

Taking underwriting gains or losses into account does not neces- 
sarily mean a larger tax base. Many small, new and growing life 
insurance companies have underwriting losses rather than gains be- 
cause of the additional initial costs they incur (such as agent’s com- 
missions) in placing the new policies on their books. In such cases, 
under your committee’s bill, these underwriting losses offset invest- 
ment income otherwise subject to tax. Moreover, the bill allows 
offsets in full in such cases, and does not require the 50 percent reduc- 
tion in such losses which would be made if they were gains. 


B. Determining free investment income 
In addition to the omission of underwriting income from the tax 
base for life insurance companies, present law also presents important 
roblems in the way in which investment income is taxed. The 
ormulas for the taxation of life insurance income which has been 
applicable since 1921 have attempted to tax the so-called ‘‘free’’ 
investment income of the life insurance company; that is, they have 
attempted to tax investment income to the extent not needed in 
reserves to pay present and future claims of policyholders and bene- 
ficiaries. Both the 1942 formula and the stopgap formulas which 
have applied since 1948 have determined this reserve deduction on 
an overall or industrywide basis. In these cases the aggregate reserve 
deduction determined to be necessary for the entire industry is com- 
puted (under one formula or another) and then this is expressed as 
a percentage of the net investment income of the entire industry. 
Each company then applies this ratio to its own investment income. 
An industrywide ratio is not an adequate measure of individual com- 
pany needs, however, since any particular company’s reserve require- 
ments expressed as a percentage of its own investment income may 
vary widely from this average type of deduction which the ratios 
provide. 

Under the 1942 formula this ratio was determined by the Secretary 
of the Treasury in accordance with the statutory formula, based in 
part (35 percent) on the prior year’s average reserve requirements of 
the entire industry and in part (65 percent) on the assumption that 
an investment income rate of return equal to 3% percent was required 
on total industry reserves. Once the Secretary computed this reserve 
deduction for the entire industry, a ratio was obtained by expressing 
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this deduction as a percentage of net investment income for the entire 
industry. This 1942 lets, if applied for 1958, would give a ratio 
of 75.53 percent, or tax each life insurance company on 24.47 percent 
of its net investment income. The 1955 stopgap formula permitted 
companies to deduct 87% percent of the first million dollars of net 
investment income and 85 percent of any remaining income. Thus, 
under this formula, life insurance companies would be taxable on 12% 
to 15 percent of their net investment income. Your committee be- 
lieves that both of these formulas are undesirable as a permanent 
solution in that they attempt to measure the ratio of individual 
company needs to receipts, which necessarily vary from company to 
company, on the basis of an overall or industrywide norm. In addi- 
tion, it sees no reason for now allowing a deduction of 85 to 87% percent 
of investment income when a smaller percentage of investment income 
adequately provides for present reserve requirements. 

To meet this problem, your committee’s bill determines reserve 
requirements, and therefore the portion of investment income con- 
sidered free, on an individual company basis. Your committee did 
not believe it was desirable, however, to use the exact reserve deduc- 
tions made by individual companies, because these vary from company 
to company, based upon whether the company followed a liberal or 
conservative policy in establishing its reserves. Moreover, to some 
degree these reserves can either be increased or reduced by indi- 
vidual companies as they see fit. To prevent taxes from varying 
disproportionately in accordance with varying reserve requirement 
assumptions, the bill provides a uniform procedure to be followed by 
each company in determining for tax purposes the investment income 
considered as being set aside for reserve requirements. 

The technique followed in the bill for determining the deductible 
part of investment income is a combination of what might be called a 
“competitive test” and a “bookkeeping test.’”’ The theory has been 
advanced that it would be appropriate to determine the reserve interest 
deduction by finding what the reserve interest would be if the com- 
pany computed its reserves on the basis of its current investment 
earnings rate and to give a company a deduction for that hypothetical 
interest requirement. The thought underlying this approach is the 
idea that competitive pressures within the industry will force the 
various companies to build into their whole price structure a credit for 
interest in something like this amount. The alternative measurement 
of the deduction from investment income would be to use the interest 
requirement which the companies assume on their own books in credit- 
ing amounts to policyholder reserves. 

The bill combines these two theories, although in some cases it 
provides for the use of the industry, rather than individual company, 
required rate. Basically the companies will compute a reserve interest 
deduction by determining what the interest requirements would be if 
their reserves were recomputed on the basis of a new rate which is the 
mean of the earnings rate and the company’s own assumed rate. 
It it is higher, a particular company will use the industry average 
assumed rate in lieu of its own assumed rate in computing its deduc- 
tion rate. 


C. Exemption of income on pension plan reserves 


A larger deduction is provided under the bill with respect to 
investment income earned in connection with reserves accumulated 
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for qualified employer pension and profit-sharing plans. It provides 
that the company may take a deduction against its investment 
income of the company’s own earnings rate multiplied by its book 
reserves held for qualified pension and profit-sharing plans. To the 
extent that the insurance company is required to hold additional 
amounts of surplus to cover its contingencies under these qualified 
plans, the investment income on the surplus will still be subject to 
tax at the corporate rates in the hands of the company. The more 
favorable treatment of qualified pension and profit-sharing business is 
believed necessary in view of the fact that the net investment earnings 
of a qualified pension or profit-sharing trust are completely exempt 
from tax while they are accumulated in the trust. Generally speak- 
ing, it is the smaller employers who are forced to set up insured 
pension plans rather than trusteed pension plans because of ae higher 
risk and higher expenses connected with the operation of 1 small 
trust. A higher tax on these earnings in the handy of fheptiktties com- 
panies than in the hands of trustees would generally be discriminatory 
against small businesses. The spec ial pension treatment will be 
applicable to one-third of the company’s pension reserves in 1959, to 
two-thirds in 1960, and will be applicable to the entire pension business 
beginning with 1961. 


D. Relative treatment of mutual and stock companies 


A special problem is presented in the case of life insurance companies 
by the fact that a large portion of the life insurance business is carried 
on by mutual companies. The comparative taxation of mutual and 
stock companies is, of course, generally a difficult problem, but is mag- 


nified in the case of life insurance companies by the fact that mutual 
insurance companies for the most part represent the larger insurance 
companies, currently accounting for 63 percent of the life insurance in 
force and 75 percent of the total assets of the life insurance industry. 
Here the basic question is whether amounts which are distributed 
back to policyholders as dividends are properly a part of the life 
insurance company’s tax base. 

The treatment accorded policyholder dividends in large measure 
will account for the relative distribution of tax burden between mutual 
and stock companies. If the tax with respect to life insurance com- 
panies were based exclusively upon gains from operations (including 
but not limited to investment income) and full deduction were allowed 
for policyholder dividends, based on 1958 data stock companies would 
pay approximately 42 percent of the total tax burden and mutual 
insurance companies the remaining 58 percent. On the other hand, 
if the tax base of insurance companies is investment income only, 
and there is no allowance for policyholder dividends (such as under 
either the 1942 formula or the 1955 stopgap formula), stock life insur- 
ance companies, again based on 1958 data, would pay approximately 
25 percent of the total tax burden and mutual insurance companies 
the remaining 75 percent. Under your committee’s bill, which in 
effect combines these two basic tax methods, stock life insurance com- 
panies for 1958 will pay approximately 28 percent of the total tax 
burden, while mutual insurance companies will pay the remaining 
72 percent. 
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Under your committee’s bill all free investment income is taxed 
(without any allowance for policyholder dividend distributions) 
while only half of the underwriting gains, taking dividends to policy- 
holders into account, are taxed (unless made available for distribu- 
tion to shareholders). Taxing both mutual and stock insurance com- 
panies upon their free investment income in effect means that free 
investment income is taxed to life insurance companies whether or 
not this income is distributed as dividends to policyholders. More- 
over, the bill provides that although, generally, underwriting losses 
can offset investment income otherwise subject to tax, this is not to 
be the case to the extent that the underwriting loss is attributable to 
policvholder dividends. Policyholder dividends are to be deductible 
for tax purposes only in computing underwriting gain of the current 
year: they will not reduce taxable investment income nor create a 
net operations loss carryback or carryforward. This limitation is 
provided only so that such dividends will not create an underwriting 
loss which can offset taxable investment income or offset under- 
writing income of another year. This gives assurance that mutual 
companies will pay a tax on free investment income whether or not 
distributed to policyholders 

In addition, the underwriting income tax base itself is modified to 
reduce the relative impact of policyholder dividend distributions. 
Thus, a special 10-percent deduction is allowed with respect to non- 
participating life insurance business (where no policyholder dividends 
are payable). This 10-percent deduction is designed to compensate 
stock insurance companies for the fact that since they do not have the 
“cushion” of redundant premiums (which if the business does not go 
well a mutual company can use to offset losses but otherwise are 
subsequently paid back as policyholder dividends) they must have 
larger capital or surplus. This 10-percent deduction is 10 percent of 
the annual increase in reserves with respect to nonparticipating 
business (other than group and annuity business). To the extent 
that this 10-percent deduction would affect the base under phase 1 on 
taxable investment income, however, or to the extent it would create 
a net operations loss carryover, it is not allowed. 


E. Revenue effect 

Table 1 shows the revenues which will be derived from your com- 
mittee’s bill for 1958 as compared with the amounts which would be 
derived from the 1942 formula and under the 1955 stopgap formula. 
It will be noted that the taxes imposed with respect to life insurance 
companies under your committee’s bill with respect to 1958 are 
expected to result in taxes of $545 million or approximately $45 
million more than under the 1942 formula. Moreover, this is sub- 
stantially larger than the $319 million which it is expected would be 
derived under the 1955 stopgap formula. This table also shows the 
relative*distribution of this tax burden between mutual and stock 
companies. 
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TABLE 1.—Estimated total revenues to be derived for 1958 from life insurance com- 
panies under the bill and under the 1942 and 1955 formulas; and distribution of 
these revenues between stock and mutual insurance companies 


{Amounts in millions of dollars] 


Stock companies 


Mutual companies 





Total 
receipts 








Amount | Percent | Amount | Percent 
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For 1959, according to Treasury Department projections, taxes im- 
posed with respect to life insurance companies are expected to result 
in collections of about $585 million without taking into account in- 
creases arising from the capital gains tax and the tax on distributions, 
both of which become effective for the first time with respect to that 
year. At the present time there is no suitable basis for making an 
estimate as to the revenue to be derived from these two special features. 
The estimate for 1959 tax liabilities of life insurance companies, on the 
one hand, includes a revenue reduction of roughly $20 million, attribut- 
able to the pension plan exemption which becomes one-third effective 
for that year. On the other hand, the 1959 estimate includes increases 
which are expected to bring about the net increase of $40 million. 
Most of this increase represents a higher earning rate which is antici- 
pated for the industry coupled with.a further expansion in the amount 
of life insurance business. In addition, certain accounting adjust- 
ments are expected to result in an increase in revenues of about 
$5 million in each of the 10 years immediately ahead. 


Ill. GENERAL EXPLANATION OF BILL 


The life insurance company income tax bill of 1959 provides a 
three-phase procedure for the taxation of life insurance companies. 

The phase 1 portion of the tax base represents the ‘‘free’’ invest- 
ment income of the life insurance company. Free investment income, 
for this purpose, means the portion of the net income from interest, 
dividends, rents, royalties, and other investment sources which is in 
excess of the amount required as interest additions to reserves or as 
interest paid. 

The phase 2 portion of the tax base represents 50 percent of the 
excess of total net income from all sources (“gain from operations’’) 
over the taxable investment income. This excess is here referred to as 
underwriting gain. In general terms this underwriting income con- 
sists of mortality and loading savings, or savings resulting from longer 
life expectancies than assumed in establishing premiums and reserves, 
and also savings from reductions in expenses of servicing policies and 
expenses incurred in “‘putting policies on the books.’ This so-called 
underwriting income also includes investment income allowed as 
deductions under phase 1, but not actually added to reserves by the 
company in its own computations. Nevertheless the mortality and 
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loading savings are the important aspects of this phase 2 tax base. If 
there is an underwriting gain (or mortality-loading savings), half of 
this income is added to the phase 1 tax base. However, if there is an 
underwriting loss, the entire loss is deducted from the taxable invest- 
ment income as otherwise determined under phase 1. Or expressed 
differently, this means that the tax base under phases 1 and 2 is not 
to exceed the overall gain from operations (the sum of any gain 
derived from the combination of taxable investment income and 
underwriting operations). An underwriting loss (as determined by 
the company) is not viewed as an underwriting loss which can reduce 
the tax base if it results from dividends to policyholders—that is, 
dividends to policyholders are not deductible to the extent that they 
reduce “gain from operations”’ below ‘‘taxable investment income.” 
The phase 3 portion of the tax base is designed to give assurance 
that underwriting gains made available to shareholders will be subject 
to the full payment of tax. Thus, this phase is concerned with the half 
of underwriting income which under phase 2 is not added to the tax 
base. This amount, which has not previously been taxed (together 
with the tax attributable to it) is added to the tax base of the insurance 
company when it is distributed to shareholders, when it exceeds 
certain limitations, or if the company elects to be taxed on it. How- 
ever, tax-free distributions first can be made to shareholders with 
respect to amounts which have previously been subject to tax. 
The portions of the tax base determined under the three phases are 
added together and the regular corporate 52-percent tax rate is applied 
(with the 30-percent rate applying to the first $25,000 of taxable in- 
come). In addition, a separate 25-percent tax is imposed with re- 


spect to net long-term capital gains (in excess of net short-term capital 
losses). This capital-gains tax and also the phase 3 tax apply with 
respect to the calendar year 1959 and subsequent years. The tax 
base determined under phases 1 and 2 applies with respect to 1958 
and subsequent years. 


A. Phase 1.—Tazable investment income 

In phase 1, the first step is to determine gross investment income. 
Gross investment income consists of interest, dividends, rents, royal- 
ties, etc., net short-term capital gains (after 1958), and income from 
the operation of a trade or business (other than the insurance business). 
Against this gross investment income, deductions are allowed for 
investment expenses (including a more adequate allowance for mort- 
gage fees and services than has previously been provided) and similar 
expenses which are attributable to the investment income. In addi- 
tion, deductions are allowed for tax-free interest, a portion of partially 
tax- -exempt interest (30/52ds of this interest) and 85 percent of any 
dividends received. A special deduction, designed to benefit small 
business, equal to 5 percent of a company’s net investment income, 
is allowed up to a maximum deduction of $25,000. This is pat- 
terned after the 2% percent differential provided on the first $1 million 
of net investment income under the 1955 stopgap formula. However, 
the substitution of the 5 percent for the 2% percent doubles the benefit 
for small companies. 

After obtaining net investment income the next step is to determine 
the portion of this net investment income which is properly subject 
to income tax. The bill provides three deductions from investment 
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income. These are grouped under the heading of ‘Policy and other 
contract liability deduction.”” The three deductions are: the portions 
of net investment income required to be set aside in life insurance 
reserves to meet future policy obligations; the deduction allowed for 
investment income attributable to qualified pension plan reserves; 
and the deduction for “interest paid’? on supplementary contracts, 
dividend accumulations, and interest paid on indebtedness. 

The special deduction for investment income attributable to pension- 
plan reserves is designed to remove discrimination against pension 
plans of small employers, which are likely to be insured through insur- 
ance companies. At the present time where an employer is large 
enough to establish a trusteed pension plan entirely separate from an 
insurance company, investment income received by such a trust (in 
the case of a qualified pension plan) is free of income tax. The deduc- 
tion for investment income attributable to qualified pension plan re- 
serves is provided, therefore, to equate the treatment provided the 
smaller employers who cannot establish separate trusteed pension 
plans. No deduction is available, however, for the investment income 
on the portion of surplus held to cover contingencies on this pension 
fund business. The deduction provided with respect to pension plan 
reserves does not become fully available until the calendar year 1961. 
In 1958, no such deduction is provided; in 1959, the deduction is 
equal to one-third of the eventual exemption; and in 1960 the exemp- 
tion is two-thirds of this amount. 

The deduction for interest paid is similar to the deduction for inter- 
est paid on deposits by a bank. Deductions in this case are allowed 
for interest paid on deposits (including supplementary contracts and 
policyholder dividends which have accumulated), interest on indebted- 
ness, etc. 

The principal deduction in determining the portion of net invest- 
ment income which is free, however, is the deduction of investment 
income required with respect to life insurance reserves. In arriving 
at its own additions to reserves out of investment income, a company 
assumes a certain interest rate of return on its reserves. The bill 
substitutes for this assumed rate of the company a “deduction rate’’ 
of interest which is halfway between an assumed rate and the actual 
rate of return earned by the individual company on its assets. The 
assumed rate used in this case is either the company’s own assumed 
rate or the average assumed rate for the entire insurance industry in 
the prior year, whichever is higher. However, in no case is the 
deduction rate to be above the company’s earnings rate (even though 
this is less than either assumed rate). 

Making use of a company’s actual earnings rate in arriving at the 
reserve deduction in effect allocates investment income between life 
insurance reserves and surplus, according to the total amount of each. 
Presumably in the long run this earnings rate will tend to be reflected 
in the premiums charged. Your committee’s bill does not depend 
solely on this, however, because it believes that all interest earned 
in excess of reserve requirements should be taxed to some extent. 
Making use of the average industry assumed rate for this purpose 
takes into account the consensus of the industry as to these needs, 
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thus avoiding a penalty on a conservative company. However, the 
fact that a company is to use its own assumed rate, where this is 
higher than the industry average, also makes allowance for unusual 
needs of individual companies. Moreover, since the earnings rate is 
also used in determining the deduction rate and no company uses less 
than the industry average assumed rate, the effect of varying reserve 
assumptions on the deduction rate is minor. 

To the extent this ‘‘deduction rate” differs from the interest rate 
used by the company in setting up its own reserves, an adjustment 
is made to the reserves themselves. An adjustment to reserves is 
necessary in this case to give equal treatment to different companies 
and to place the reserves of each at the level they would have been 
had this deduction rate, rather than the company’s own assumed rate 
been used in establishing these reserves. Thus, where a ‘deduction 
rate’ above the company’s own interest rate is used for purposes of 
this tax computation, the reserves are adjusted downward to reflect 
the fact that smaller amounts of premium receipts would have been 
added to the reserves in prior years had the company assumed that 
a larger investment rate of return was available for purposes of these 
reserves. Based upon a rule demonstrated by industry experience, 
the reserves are adjusted downward by 10 percent for every 1 per- 
cent by which the “deduction rate” exceeds the company’s own as- 
sumed rate, or vice versa. The deduction then allowed for tax pur- 
poses with respect to life insurance reserves is the amount obtained 
by multiplying the “deduction rate’’ by the ‘‘adjusted reserves.”” The 
investment income remaining after this deduction plus any deductions 
for ‘interest paid” and for investment income attributable to pension 
plan reserves, is the ‘‘free investment income”’ or, in general, the tax 
base provided by phase 1. Under the new law therefore this deduc- 
tion is a multiple of the adjusted reserves themselves rather than being 
a percentage of investment income, which was the case under the 
1942 and the 1955 laws. Asa result a company cannot automatically 
increase its contract and other policy liability deduction by increasing 
its invested assets, without making a change in its insurance liabilities. 
It will therefore have the effect of increasing the tax relatively on com- 
panies with a high ratio of capital and surplus to total assets. 

The deduction for life insurance reserves (and other contract liabil- 
ities) referred to above is first computed by taking into account 
investment income from all sources, including tax-exempt interest, the 
full amount of dividends received (rather than 15 percent of such 
dividends), and the full amount of partially tax-exempt interest. 
However, in computing net investment income, tax-exempt interest, 
85 percent of the dividends received, and a portion of partially tax- 
exempt interest are omitted. To prevent this double allowance 
with respect to these amounts, the bill makes a reduction in the 
policy and other contract liability deduction for the portion of this 
deduction attributable to these three types of excluded or deducted 
income. This does not, however, impose any tax on the exempt 
interest, on 30/52ds of partially tax-exempt interest, or 85 percent 
of dividends received from domestic corporations. 
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The computation of the life insurance reserve deduction, outlined 
above, can be illustrated by the following example. Assume the 
following with respect to a life insurance company: 


ETO see ee cae 

Net investment income____- : ; ; $40, 000 
Company’s earnings rate 14 
Company’s assumed rate 2.5 
Industry average assumed rate in prior year 3 


! The company’s earnings rate actually is determined by dividing the company’s “‘investment yield’’ by 
its total assets. ‘‘Investment yield’’ differs from ‘‘net investment income”’ in that it requires the adding 
back to the latter of any exempt interest, any interest partially excluded, the 85 percent of the dividends 
received which were previously excluded, and the 5 percent small business deduction. To avoid complexity 
in the examples these differences between investment yield and net investment income are ignored. 


Given the above assumptions the deduction rate of the company 
would be 3% percent, or halfway between the company’s earnings rate 
of 4 percent and the industry average assumed rate of 3 percent. The 
industry assumed average rate is used in this case rather than the 
company’s own assumed rate since the industry rate is the higher. 
Under the bill, for every 1 percent of increase in the deduction rate 
over the company’s own assumed rate the reserve is adjusted down- 
ward by 10 percent. Since here the 3.5 percent deduction rate is one 
percentage point above the company’s assumed rate of 2.5 percent, 
the reserve is adjusted downward by 10 percent. Thus, the $900,000 
of reserves for purposes of this computation is reduced to $810,000. 
As a result, the reserve deduction in this case would be $810,000 
multiplied by 3.5 percent, or $28,350. This deducted from the 
$40,000 of net investment income (assuming there are no deductions 
for ‘interest paid’’ or for pension trust reserves leaves a taxable invest- 
ment income of $11,650. 

If $400 of the company’s income were tax-exempt interest, the 
company would be entitled to a further deduction of $400, but its 
policy and other contract liability deduction would be cut back in the 
amount of $400 multiplied by the ratio which $28,350 bears to $40,000. 
The amount of this cutback would be $283.50. 


B. Phase 2—Gains or losses from operations 


Gains and losses from operations include gross receipts from all 
sources, less all related expenses. Thus, gross receipts for this pur- 
pose take into aecount not only the investment income included 
under phase 1, but also premiums and other receipts which were not 
so included. Deductions are then allowed against these gross receipts 
for the amounts paid as claims and benefits to policyholders and their 
beneficiaries, and, for expenses, both investment expenses and ex- 
penses of operating an insurance business. The deductions also include 
increases in life insurance and other reserves which the company 
must provide in order to meet future obligations. In addition, in the 
case of participating policies (insurance written on a mutual basis), 
deductions are allowed for dividend payments or rate credits to policy- 
holders. However, these dividend payments are not allowed to reduce 
taxable investment under phase 1 or to create a net operations loss 
which could be carried over and applied in reduction of underwriting 
gains of another year. 

Policyholder dividends in part reflect the fact that mutual insur- 
ance is usually written on a higher initial premium basis than non- 
participating insurance, and thus the premiums returned as policy- 
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holder dividends in part can be viewed as a return of redundant 
premium charges. owever, such amounts provide a cushion for 
mutual insurance companies which can be used to meet various con- 
tingencies. To have funds equivalent to a mutual company’s re- 
dundant premiums, stock company must maintain relatively larger 
surplus and capital accounts, and in their case the surplus generally 
must be provided out of taxable income. To compensate for this, 
the bill allows a deduction for nonparticipating insurance equal to 10 
percent of the increase in life insurance reserves attributable to non- 
participating life insurance (not including annuities). As in the case 
of policyholder dividends, however, such deductions are not allowed 
to reduce taxable investment income or to create a loss to be carried 
over to another year. 

A special deduction is also allowed for group insurance equal to 2 
percent of the premium income from this type of insurance, until the 
cumulative amount of these deductions equals 50 percent of the 
current year’s premium income from this source. This special deduc- 
tion, which is patterned after reserve requirements of two States, is 
designed to compensate for the fact that in group insurance there is 
less than the usual diversification of risk. This deduction, also, 
cannot reduce the investment income subject to tax, nor create a 
loss to be carried over. 

The amount obtained after subtracting from gross receipts the 
various deductions described above is known as gain (or loss) from 
operations. If the result is a gain from operations, the next step is to 
deduct taxable investment income as computed under phase 1, since 
this amount is already included in the life insurance company’s tax 
base. The amount remaining has here been described as underwriting 
gain since it in large part consists of mortality and loading savings. 
The mortality savings are those accruing from the fact that the deaths 
have not occurred as soon as assumed in establishing the life insurance 
premiums and reserves. Loading savings are attributable to lower 
than estimated expenses for placing policies on the books and servic- 
ing them from that time on. In addition, however, what has here 
been called underwriting income may also include minor amounts of 
investment income since under phase 2 the deductions allowed for 
additions to reserves were based upon the company’s own additions, 
while under phase 1 the tax base is computed by assuming that certain 
higher proportions of investment income were required for the reserves. 

After determining the underwriting gain, one-half of this amount is 
then added to the taxable investment income to reach the combined 
tax base under phases 1 and 2. This 50 percent reduction in under- 
writing gains is made because of the claim that it is difficult to establish 
with certainty the actual annual income of life insurance companies. 
It has been pointed out that because of the long-term nature of their 
contracts, amounts, which may appear as income in the current year 
and as proper additions to surplus, may, as a result of subsequent 
events, be needed to fulfill life insurance contracts. Because of this 
difficulty in arriving at true underwriting gains on an annual basis, the 
bill provides for the taxation of only 50 percent of this gain on a cur- 
rent basis. 

If there are underwriting losses (i.e., either the gains from operations 
are smaller than taxable investment income or there is a loss from 
operations) the tax treatment accorded is somewhat different from 
36441598 
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that described above. In this case the total tax base under phases 1 
and 2 is to be the gains from operations—that is, the taxable invest- 
ment income reduced by any underwriting loss. Thus in this case the 
underwriting loss is allowed in full as an offset against taxable invest- 
ment income and there is no 50 percent reduction corresponding to 
the reduction made where there is an underwriting gain. Expressed 
differently, phases 1 and 2 constitute a tax on gains ‘from operations, 
taking underwriting gains (the excess of gains “from operations Over 
taxable investment income) into account on a 50 percent basis. 

As in the case of the phase 1 tax base, an adjustment is necessary 
with respect to the deductions otherwise allowed under phase 2 in 

order to prevent a double allowance with respect to tax-exempt 
abana. the 85 percent of dividends received which are allowed as a 
deduction, and partially tax-exempt interest. These amounts were 
deducted or excluded in determining gains from operations. Since the 
various deductions allowed under phase 2 include interest paid and 
interest additions to reserves, they relate to this same excluded or 
deducted income, and therefore these deductions under phase 2 must 
be reduced to the extent attributable to these excluded or otherwise 
deducted amounts. In this case, as was true under phase 1, no tax is 
imposed on the exempt interest, on 30/52ds of partially tax-exempt 
interest, and the 85 percent of dividends received from domestic 
corporations. 

The manner in which gains from operations are taken into account 
in arriving at an insurance company’s tax base can be illustrated by 
continuing the same example presented in connection with phase : 
It is necessary, however, to assume one additional fact, namely, the 
gains from operations. In one example these are assumed to amount 
to $40,000, and then in another example, to show the effect of an under- 
writing loss, they are assumed to amount to $5,000. 

In the example where gain from operations is $40,000, the taxable 
investment income of $11,650 would be deducted, leaving an under- 
writing gain of $28,350. One-half of this, or $14,175, is added to the 
tax base under phase 1. 

On the other. hand, where the gain from operations amounts to only 
$5,000, since there was a taxable investment income of $11,650, it 
becomes apparent: that there was an underwriting loss of $6,650. 
Deducting this from the phase 1 tax base of $11,650, “leaves a tax base 
of $5,000, which is the overall gain from operations. The bill achieves 
this result by providing that where the gain from operations ($5,000 
in the example) is less than taxable investment income ($11,650), the 
combined tax base under phases 1 and 2 is to be the lesser of these two 
amounts, or in this case the gain from operations ($5,000). 

If the company referred to in the example above had been a mutual 
insurance company which had paid policyholder dividends of, say, 
$10,000, the result would have been quite different. The policy- 
holder dividends deductible would be limited to the amount of the 
underwriting gain as otherwise computed. Thus, in this case $6,650 
of these dividends (the amount of underwriting loss) would have been 
disallowed as deductions, and $3,350 allowed. Therefore, the under- 
writing gain or loss would be zero and the entire free investment income 
of the mutual company ($11,650) would remain subject to tax. 
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C. Phase 8—Tazx upon distribution 


As previously indicated, only one-half of the underwriting gains are 
taxed currently under phase 2 because of the difficulty of determining 
on an annual basis the true income of a life insurance company. How- 
ever, where a life insurance company has distributed dividends to 
stockholders which are in excess of the previously taxed investment 
income, plus the half of the underwriting income which also had been 
taxed, it becomes clear that the company itself has made a determi- 
nation that additional amounts constitute income which was not re- 
quired to be retained to fulfill the policyholders’ contracts. There- 
fore, phase 3 of the bill provides that for the calendar year 1959 and 
subsequent years income distributed by life insurance companies to 
stockholders (not including stock dividends), in excess of the amounts 
already taxed on a current basis, is to be included in the regular 
income-tax base of the life insurance corporation at the time of the 
distribution or at the time the company elects to be taxed on part 
or all of this amount. This previously untaxed amount also is in- 
cluded in the life insurance company’s tax base to the extent the 
cumulative amount so held exceeds certain percentages of reserves 
or current premium income, or if the company ceases to be an insur- 
ance company. 

This phase 3 portion of the tax base is provided for by establishing 
two special surplus accounts for tax purposes. One of these accounts, 
called the shareholders’ surplus account, is a record of all tax-paid 
amounts (less the amount paid in taxes) for calendar years beginning 
on or after January 1, 1959. Thus, each year from 1959 on any 
amounts taxed under phases 1, 2, or 3 itself which remain after pay- 
ment of Federal tax are added to this account. In addition, this 
account reflects amounts intentionally not taxed (such as tax-exempt 
interest, and the small business deduction) and amounts taxed at 
special rates or partially excluded from income (such as net long- 
term capital gains, partially tax-exempt interest and 85 percent of 
dividends received). When dividends are paid the balance in this 
tax-paid account is reduced first and this does not result in any 
further tax under phase 3. 

Into a second account, called the policyholders’ surplus account, is 
placed the half of the underwriting profits which are not taxed on a 
current basis. A dividend distribution, which reduces this account, 
represents the third-phase portion of a life insurance company’s tax 
base. The amount so determined is added to any tax base determined 
under phases 1 and 2 before applying the regular corporate tax rate. 
However, where an amount is distributed from this account, the 
amount included in the tax base and the amount considered as with- 
drawn from the account is not only the amount. paid to the shareholder 
but also the related tax payable to the Federal Government. Thus, 
generally, a $48 distribution from this account to shareholders will 
result in $100 being included in the phase 3 tax base and a $100 
withdrawal from the policyholders’ account, $48 of this amount being 
distributed to the shareholders and $52 representing Federal income 
tax. Only after the shareholders’ surplus account is reduced to zero 
are distributions considered as being made out of the policyholders’ 
surplus account, the tax base under phase 3. Distributions in excess 
of the balances in these two accounts do not entail any tax conse- 
quences to the company since they are considered as being made out 
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of surplus accumulated prior to January 1, 1959 (the effective date 
‘ann 3), to the extent of such surplus. 

he procedure outlined above illustrates the general operation of the 
shareholder and policyholder surplus accounts. However, the bill 
also provides several special rules affecting their operation. First, 
the companies are given an annual election to transfer amounts from 
the policyholders’ to the shareholders’ surplus account but to do so 
they must include this amount in their tax base. Second, the bill 
provides that the balance in the policyholders’ surplus account 
cannot exceed 25 percent of life insurance reserves or 60 percent of 
net premiums received in the current year, whichever is the higher. 
The effect of this is to limit the untaxed balance in this policyholders’ 
surplus account, except where such funds are used for the expansion 
of operations in ordinary insurance operations. Third, the bill pro- 
vides that any amount in the policyholders’ surplus account is to be- 
come taxable (as of the prior year) when a company ceases to be a 
life insurance company (unless the carryover provisions of sec. 381(c) 
22) are applicable to its successor). Fourth, payments of debt at- 
tributable to distributions to shareholders after February 9, 1959, the 
date of introduction of this bill, are treated as distributions out of 
shareholders’ or policyholders’ surplus accounts in the same manner 
as in the case of cash distributions. 

The operation of phase 3 can be illustrated by continuing the ex- 
ample already used in explaining the phase 1 and phase 2 tax base. 
In the prior example in one case it was assumed that the company 
had a taxable investment income of $11,650 and underwriting gains 
of $28,350 (gains from operations of $40, 000 less taxable investment 
income of $11,650). In this example it was indicated that the tax 
base was the taxable investment income ($11,650) plus half of the 
underwriting gains, or $14,175. These two amounts result in a tax 
base of $25,825 and at the regular corporate rates would result in a 
tax of $7,929. 

Under phase 3, the portion of the tax base of $25,825 remaining 
after the payment of the tax of $7,929 would be entered in the share- 
holders’ surplus account.' At the same time an entry would be made 
in the policyholders’ surplus account representing the half of the under- 
writing gains not currently taxed, in this case $14,175. So long as 
distributions do not exceed the balance in the shareholders’ surplus 
account ($17,896 in this case), there would be no phase 3 tax base. 
However, if additional amounts are distributed the tax base would be 
increased up to the balance in the policyholders’ surplus account, 
namely, $14,175. Thus, if the distribution in this case amounted 
to $22,696, the shareholders’ surplus account (balance of $17,896) 
would first be reduced to zero. The $4,800 still remaining would 
reduce the policyholders’ surplus account. However, a tax also 
must be paid and this too comes from the policyholders’ account. 
Since the tax base under phases 1 and 2 are in excess of $25,000 in this 
example, the withdrawal and tax on this withdrawal are subject to a 
52 percent rate. Therefore, in this case there would be a reduction 
of $10,000 in the policyholders’ account, $5,200 representing Federal 
income taxes and $4,800 the distribution to the stockholders. 


1 This amount would be increased by the small business deduction, any tax-exempt interest, etc., factors 
ignored in this example. 
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D. Special provisions 

In addition to the basic provisions outlined above, there are a 
number of special provisions which merit general comment. These 
are discussed below. 

Capital gains and losses—The bill provides that net capital 
gains are to be taxed, beginning with the calendar year 1959. These 
gains are to be determined by using the cost or other basis of the 
properties involved as generally computed under the Internal Revenue 
Code, or their fair market value on December 31, 1958, whichever is 
higher. The tax rate is a flat 25 percent tax on these long-term 
gains (the excess of the net long-term capital gain over the net “short- 
term capital loss). This differs from the treatment provided in the 
case of ordinary corporations in that this 25 percent tax is not an 
alternative tax but the only method of computation provided. This 
omission of any alternative method of computation avoids the com- 
plexity of providing for the inclusion of capital gains in the regular 
tax base, which in this case consists of three different phases. Capital 
gains are to be based on values as of December 31, 1958, because such 
gains previously have not been usually subject to tax in the case of 
life insurance companies, and imposing a tax with respect to appreci- 
ation prior to that date would in effect be taxing some life insurance 
companies on capital gains which would not have been taxed if they 
had been realize 

The category of property ‘used in the trade or business” which, if 
sold at an aggregate loss, results in an ordinary loss and which, if 
sold at an aggregate gain, results in a capital gain, in the case of life 
insurance companies is limited to depreciable assets used in carrying 


on the insurance business. To avoid complexity assets used in any 
other trade or business in which an insurance company may be en- 
gaged (such as the renting of real estate, or in the operation of a farm 
which has been obtained by the insurance company eae the fore- 


closure of a mortgage) are treated as capital assets and result in capital 
gain or loss upon sale. 

2. Dividends received credit and exclusion.—Under present law 
dividends received by individual shareholders from life insurance 
companies are not eligible either for the 4 percent dividends received 
credit or the $50 exclusion available in the case of dividends received 
from ordinary corporations. This credit and exclusion in the past 
have been denied on the grounds that the tax paid by life insurance 
companies was minimal and, therefore, that there was no significant 
amount of double taxation if such dividend payments were fully in- 
cluded in the income of the dividend recipient. However, in view of 
the fact that your committee’s bill substantially increases the tax 
burdens of life insurance companies, it believes that it is now appro- 
priate to allow the dividend credit and exclusion with respect to their 
dividends. Appropriate amendments are included in the bill to 
achieve this result. 

3. Election for life insurance reserves computed on preliminary term 

ife 1 e companies compute their life insurance 
reserves on what is called a preliminary term basis. The effect of this 
is to take the full agents’ commissions (which are larger in the initial 
period of a life insurance contract) out of amounts which would other- 
wise be added to reserves during the first year of a contract and to add 
correspondingly larger amounts to reserves in later years. The effect 
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of this is to work a hardship on insurance companies using preliminary 
term reserves as compared with those which use ordinary reserves, 
since the policy and other contract liability deduction depends on the 
size of the reserves. Moreover, additions to the reserves, deductible 
under phase 2, also would in some cases be smaller. To avoid this 
result, life insurance companies which have computed their reserves on 
a preliminary term basis are permitted to recompute their reserves on a 
net level premium basis. This can be done either by an exact revalua- 
tion of the reserves to a net level premium basis or by approximating 
this result under a formula set forth in the bill. 

4. Deficiency reserves.—The bill revises the definition of life insur- 
ance reservesgto exclude deficiency reserves. Such reserves are ex- 
cluded even though they are required by State law. As a result, 
these reserves will not be taken into account in determining gains 
from operations, and thus deficiency reserves which have been built 
up pr ior to 1958 will not produce an increase in the life insurance com- 
pany’s tax base under phase 2 when they decrease in years after 1957. 
In addition these reserves will not be taken into account in deter- 
mining whether life insurance reserves constitute more than 50 per- 
cent of a company’s total reserves—a condition which must be met if 
a company is to be classified for tax purposes as a life insurance 
company. 

5. Guaranteed renewable contracts ——The bill provides that guar- 
anteed renewable life, health, and accident insurance will be treated 
in the same manner as noncancelable life, health, and accident insur- 
ance. Reserves with respect to such insurance will, therefore, be 
treated in the same manner as life insurance reserves for purposes of 
computing taxable investment income and gains from operations. 
The type of insurance contracts referred to are life, health, and acci- 
dent policies which are not cancelable by the company but under 
which the insurance company reserves the right to adjust premium 
rates by classes, in accordance with experience under the type of 
policy involved. By including such contracts specifically within life 
insurance reserves for the future, your committee intends no inferences 
to be drawn as to their tax treatment under prior law. 

6. Requirement of accrual accounting and related adjustments.—The 
bill provides that computations in determining life insurance company 
taxable income are to be made on an accrual basis and, to the extent 
not inconsistent with other income tax provisions, in the manner 
required in making the annual statement to the insurance commis- 
sioners. Since under prior law accrual basis accounting was not 
required, this necessitates adjustments for those who previously have 
not been on an accrual basis. To provide for this, a transitional rule 
requires adjustments in the income to be made which are necessary to 
prevent duplications or omissions from income, where the company’s 
method of computing income for 1957 was different from that required 
by the bill for subsequent years. 

The bill requires that adjustments to income, resulting from a 
change in method of accounting required for 1958, are to be taken into 
account by recomputing the 1957 tax. In the 1957 recomputation, 
one-tenth of the adjustment is to be taken into account. The dif- 
ference between the tax computed on this basis and the tax as pre- 
viously computed for 1957 is then multiplied by 10 and is the change 
in tax attributable to the adjustment. If this results in a decrease 
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in the 1957 tax, the amount so computed is to be credited or refunded 
to the taxpayer (but with no interest payable with respect to the 
refund or credit prior to March 16, 1960). However, in the usual 
case where the adjustment results in an increase in the amount of the 
1957 tax, this additional amount of tax is to be payable in 10 equal 
installments beginning March 16, 1960. However, if at any time a 
company no longer qualifies as an insurance company, any balance 
of this amount becomes due. 

In general, the treatment under the bill for adjustments where 
there have been changes by life insurance companies in methods of 
accounting is somewhat similar to the treatment provided by section 

481 for other taxpayers where pre-1954 adjustments were involved. 

7. Foreign insurance companies carrying on U.S. insurance busi- 
ness.—The bill provides that foreign insurance companies carrying on 
a life insurance business within the United States are in general to 
be treated in the same manner as domestic life insurance companies. 
However, a special rule is provided where the surplus of a foreign life 
insurance company which is held in the United States is less than a 
specified minimum figure. This figure is expressed as the same per- 
cent of the foreign insurance company’s liabilities on U.S. business 
which on the average the surplus of domestic companies (excess of 
total assets over total liabilities) is of their total liabilities. The 
Secretary of the Treasury will determine this ratio each year based 
on the prior year’s experience of domestic companies. However, for 
1958 the bill provides that this ratio is to be 9 percent which is a rough 
approximation of the 1957 experience of domestic companies. If the 
foreign insurance company’s surplus held in the United States is less 
than this proportion of the taxpaver’s total insurance liabilities on 
U.S. business, then the policy and other contract liability deduction, 
and the deductions allowed in determining gain from operations, are 
to be reduced by this excess multiplied by the rate of earnings on 
investments. Due to the new deduction formula contained in this 
bill, foreign companies (if it were not for this provision) could obtain 
far more advantage from reducing their U.S. surplus than they could 
have obtained under prior law. This is designed to prevent foreign 
insurance companies doing business in the U nited States from avoid- 
ing tax they would otherwise have to pay to the United States, merely 
by holding surplus with respect to U.S. business in countries outside 
of the United States. 

8. Reserves strengthening or weakening.—A special spread rule is 
applied where a company determines that its reserves require strength- 
ening and additions are therefore made to its reserves. If no limita- 
tions were imposed in these cases, the company could take a substan- 
tial additional deduction in computing gain or loss from operations. 
To spread the effect of such adjustments, the bill provides that in the 
case of reserve strengthening, deductions relating to the additions in 
reserves are to be taken into account ratably over a 10-year period 
instead of entirely in the year of change. Conversely in the case of 
reserve weakening, the increases in income relating to the reductions 
in reserves are to be taken into account over a 10-year period. 

9. Mutualizations.—Certain problems are presented in connection 
with phase 3 where a stock life insurance company is ‘‘mutualized,” 
or converted into a mutual life insurance company with a liquidating 
distribution being made to the stockholders and the remainder of the 
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surplus and reserves being held for the benefit of policyholders in 
what now becomes a mutual company. In such cases a rule must 
be provided as to the type of capital or surplus being paid the share- 
holders for purposes of determining whether any amounts are paid 
out of the policyholders surplus account, and therefore properly includ- 
ible in the tax base of the life insurance company et the time of dis- 
tribution. The bill provides that these payments to stockholders are 
first to be considered as being paid out of paid-in capital or surplus. 
Any amount remaining is divided into two parts: payments from 
surplus accumulated before 1959 and payments from surplus accumu- 
lated from 1959 forward, in proportion to the pre-1959 and the post- 
1958 surplus (the sum of the stockholders surplus account and the 
policyholders surplus account) as at the beginning of the year of dis- 
tribution. Any payments considered as coming from post-1958 sur- 
plus are treated as coming first from the already tax-paid shareholders 
surplus account, to the extent of the balance of this account, and then 
from the policyholders surplus account, withdrawals from which are 
subject to tax. Any further payments are treated as coming from 
prior accumulated surplus. 

10. Relationship of bill to subchapter C_—Except to the extent that 
specific provision is made by this bill, it is not intended to affect the 
general rules of the Internal Revenue ‘Code, such as the rules relating 
to (i) the characterization of income, (ii) the recognition or nonrecog- 
nition of gain upon sales or exchanges, reorganizations, etc., and (iil) 
the taxation of shareholders. For example, although a tax is imposed 
upon a life insurance company, under section 802, with respect to 
amounts subtracted from the policyholders surplus account, the tax 
treatment of the shareholders of the life insurance company will be 
determined under the general rules of the Internal Revenue Code, 
including the rules contained in subchapter C. Accordingly, if the 
distribution is in complete liquidation of a corporation as described 
in section 331(a)(1), the amounts received by the shareholders are to 
be treated as in full payment in exchange for their stock. 

Under the bill, a new paragraph (22) is added to section 381(c) of 
the 1954 Code. This new paragraph is applicable where the assets of 
a life insurance company are acquired by another life insurance com- 
pany in (1) a liquidation of an 80 percent controlled subsidiary under 
section 332 (other than a liquidation in which the basis of the assets 
distributed is determined under section 334(b) (2)), or (2) a reorganiza- 
tion described in section 381 (a) (2) (statutory mergers or consolidations, 
mere changes in identity, form, or place of organization, etc.). In such 
cases the acquiring corporation, under the new section 381 (c) (22), must 
take into account, to the extent proper to carry out the purposes of 
section 381 and the purposes of this bill, the items which the distributor 
or transferor corporation was required to take into account under this 
bill. Among the items of the distributor or transferor corporation that 
are required to be taken into account by the acquiring corporation 
under the new paragraph (22) are: (1) any remaining net increases or 
net decreases described in section 810(d) (1) (relating to the adjust- 
ment for change in computing reserves), (2) any remaining installments 
of tex described in section 818(e)(3)(A), (3) the shareholders surplus 
account described in section 815(b), and (4) the policyholders sur- 
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plus account described in section 815(c). Thus, in the case of these 
acquisitions, the items described above will be taken into account (to 
the extent proper to carry out the purposes of sec. 381 and the pur- 
poses of pt. I of subch. L) by the successor corporation and will not, 
to the extent so taken into account by the successor corporation, result 
in the imposition of tax upon the distributor or transferor corporation. 

Where distributions of boot are made to shareholders in connection 
with the reorganizations described above the provisions of this bill with 
respect to the imposition of tax upon life insurance companies on dis- 
tributions to shareholders will, of course, be applicable and the policy- 
holders and shareholders surplus accounts will be correspondingly ad- 
justed. Similarly, in the case of acquisitions not described in section 
381(a), or other transactions which, under other provisions of the 
Internal Revenue Code, might result in nonrecognition of gain to a 
corporation or its shareholders (e.g., secs. 3lla, 336, 337, 354, 355, 
356, and 361) the provisions of the bill imposing a tax with respect to 
distributions to shareholders will be applicable. 

The bill also makes specific provision with respect to the operations 
loss deduction provided by section 812. Under the bill, the provisions 
of subtitle A and subtitle F (except as specifically provided in the 
bill) will apply to operations loss carrybacks, carryovers, and the 
operations loss deduction in the same manner and to the same extent 
as the provisions of those subtitles apply in respect of net operating 
loss carrybacks, carryovers, and the net operating loss deduction. 
Accordingly, the rules and limitations contained in sections 381, 382, 
and 269 will be applicable to operations loss carrybacks and carry- 
overs to the same extent as applicable to net operating loss carrybacks 
and carryovers. 


IV. TECHNICAL EXPLANATION OF THE BILL 
SECTION 1. SHORT TITLE 


The first section of the bill contains a short title for the bill, namely 
the “‘Life Insurance Company Income Tax Act of 1959.” 


SECTION 2. REVISION OF PART I OF SUBCHAPTER L 


Section 2 amends part I of subchapter L of chapter 1 of the Internal 
Revenue Code of 1954 (relating to the taxation of the income of life 
insurance companies) by substituting for the existing subparts and 
sections a new text which is divided into five subparts: 

(1) Subpart A (sees. 801 and 802) which deals with the defini- 
tion of life insurance company and the imposition of the tax. 

(2) Subpart B (secs. 804 through 806) which deals with taxable 
investment income. 

(3) Subpart C (secs. 809 through 812) which deals with gain 
and loss from operations. 

(4) Subpart D (sec. 815) which deals with distributions to 
shareholders. 

(5) Subpart E (secs. 817 through 819) which contains miscel- 
laneous provisions relating to certain gains and losses, accounting 
provisions, and foreign life insurance companies. 


36441—59——-4 
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SuspparT A—Derinition; Tax ImposeD 
SECTION 801. DEFINITION OF LIFE INSURANCE COMPANY 


(a) Life insurance company defined.—This subsection defines the 
term “life insurance company” for purposes of subtitle A of the 1954 
Code. Except for the addition of the phrase “(whether or not as- 
certained)”’ after the phrase “unpaid losses” in paragraph (2) of this 
subsection, the language of the new section 801(a) is identical with 
the language of section 801(a) in existing law. 

However, it should be noted that there will be 3 differences in the 
application of the term under the new law: 

(1) Special provisions have been included with respect to de- 
ficiency reserves (see the discussion of the new sec. 801(b)(4)). 

(2) Special provisions have been included with respect to 
guaranteed renewable life, health, and accident insurance (see the 
discussion of the new sec. 801(e)). 

(3) The addition of the phrase “(whether or not ascertained)” 
mentioned above. For a discussion related to this additional 
phrase, see the explanation of the new section 809(d)(1). 

(b) Life insurance reserves defined.—This subsection defines life 
insurance reserves for purposes of part I of subchapter L of chapter 1 
of the 1954 Code. In general, the definition is the same as that 
contained in the existing section 801(b). 

However, the language of paragraph (4) of the new subsection 
801(b) is not contained in existing law. Paragraph (4) provides that 
the term “life insurance reserves” does not include deficiency reserves. 
The second sentence of paragraph (4) defines “deficiency reserves’, 
for purposes of that paragraph and the new section 801(c), as the 
total present value of the amounts, if any, by which— 

(1) the net premiums for certain life insurance and annuity 
contracts deemed under State law to be necessary (by reason of 
the standard adopted by the insurer, the minimum standard 
prescribed by State law, or otherwise), exceed 

(2) the actual premiums and other consideration charged for 
such contracts. 

The effect of the new language is to exclude deficiency reserves from 
both life insurance reserves and total reserves, even though such 
deficiency reserves are required by State law. 

(c) Total reserves defined.—This subsection defines the term ‘‘total 
reserves” for purposes of the new section 801 (a) (definition of a life 
insurance company). Under the definition, total reserves comprise— 

(1) life insurance reserves (within the meaning of the new 
section 801(b)), 

(2) unearned premiums, and unpaid losses (whether or not 
ascertained), not included in life insurance reserves, and 

(3) All other insurance reserves required by law. 


The last sentence of this subsection makes it clear that the term “total 
reserves” does not include deficiency reserves (within the meaning of 
the new sec. 801(b)(4)). 

(d) Adjustments in reserves for policy loans.—This subsection is the 
same as section 801(d) of existing law. 

(e) Guaranteed renewable contracts.—This subsection provides that 
guaranteed renewable life, health, and accident insurance shall be 
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treated in the same manner as noncancelable life, health, and accident 
insurance. (For discussion of this provision, see item 5 of the special 
provisions discussed under the general explanation of the bill.) 

(f) Burial and funeral benefit insurance companies.—This subsection 
is the same as section 801(e) of the 1954 Code. 


SECTION 802. TAX IMPOSED 


(a) Tax imposed.—Paragraph (1) of the new section 802(a) im- 
poses a tax on the life insurance company taxable income of every 
life insurance company for each taxable year beginning after Decem- 
ber 31, 1957. The tax is to consist of— 

(1) a normal tax on such income, computed at the regular 
corporate normal tax rate provided by section 11(b) of the 1954 
Code, and 

(2) a surtax, on so much of such income as exceeds $25,000, 
computed at the regular corporate surtax rate provided by sec- 
tion 11(c) of the code. 

Paragraph (2) of the new section 802(a) relates to the taxation of 
capital gains. Under this _paragraph, if the net long-term capital 
gain (as defined in sec. 1222(7) of the code) of a life insurance company 
exceeds its net short-term capital loss (as defined in sec. 1222(6) of 
the code), a separate tax equal to 25 percent of such excess is imposed. 
This tax is imposed only in the case of taxable years beginning after 
December 31, 1958, and applies whether or not there is life insurance 
company taxable income or a loss from operations for the taxable 
year. Under the bill no tax is imposed on capital gains for the year 
1958, and no such gains or losses enter into the computation of tax- 
able investment income, gain or loss from operations, or life insurance 
company taxable income for 1958. For years after 1958 any excess 
of net short-term capital gain (as defined in sec. 1222(5) of the code) 
over net long-term capital loss (as defined in sec. 1222(8) of the code) 
is taken into account in computing taxable investment income ard 
gain or loss from operations. Except as modified by the new section 
817 (rules relating to certain gains and losses) and other applicable 
provisions of the new part I, the general rules of the 1954 Code relating 
to gains and losses (such as the rules for determining the amount, 
characterization, and treatment thereof) will apply with respect to 
life insurance companies. 

(b) Life insurance company taxable income defined.—Subsection (b) 
of the new section 802 defines the term ‘“‘life insurance company tax- 
able income” for purposes of part I of subchapter L. Under this 
definition it is the sum of— 

(1) the taxable investment income or the gain from operations, 
whichever is the smaller; 

(2) if the gain from operations exceeds the taxable investment 
income, an amount equal to 50 percent of such excess; and 

(3) the amount subtracted from the policyholders surplus ac- 
count for the taxable year (as determined under new sec. 815). 

If for any taxable year there is a loss from operations, the amount 
taken into account under paragraphs (1) and (2) of the new section 
802(b) shall be zero. 
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Susppart B—INVESTMENT INCOME 
SECTION 804. TAXABLE INVESTMENT INCOME 


(a) In general.—The new section 804(a) defines taxable investment 
income as the amount (not less than zero) equal to the net investment 
income (determined under the new sec. 804(c)) minus the policy and 
other contract liability deduction (determined under the new sec. 805). 

(6b) Gross investment income.—Subsection (b) of the new section 804 
defines gross investment income. The definition is in substance the 
same as under existing section 803(b) of the 1954 Code except for the 
addition (for taxable years beginning after December 31, 1958) of the 
amount (if any) by which the net short-term capital gain exceeds the 
net long-term capital loss. For a discussion of the effect of the tech- 
nical changes in the language of this subsection and of other provisions 
which relate to the manner of accounting for items of income and 
deduction, see section 818(a) (relating to method of accounting). 

(c) Net investment income defined.—The new section 804(c) defines 
net investment income as gross investment income less the deductions 
enumerated in paragraphs (1) through (9). 

Paragraph (1), which corresponds to section 803(c)(2) of the 1954 
Code, relates to investment expenses. All investment expenses for 
the taxable year are allowed as deductions unless general expenses are 
in part assigned to or included in investment expenses. In such case 
the total deduction under paragraph (1) cannot exceed the sum of 
the following: 

(A) One-fourth of 1 percent of the mean of the assets (as 
defined in the new sec. 805(b)(6)) held at the beginning and end 
of the taxable year. 

(B) The amount of the mortgage service fees for the taxable 
year. 

(C) Whichever of the following amounts is the greater: 

(i) One-fourth of the amount by which the investment 
yield (as defined in new sec. 805(b)(5), but computed with- 
out any deduction for investment expenses allowed by par. 
(1)) exceeds 3% percent of the mean of the assets (as defined 
in new sec. 805(b)(6)) held at the beginning and end of the 
taxable year, reduced by the amount of the mortgage service 
fees referred to in subparagraph (B). 

(ii) One-fourth of 1 percent of the mean of the value of 
mortgages held at the beginning and end of the taxable year 
for which there are no mortgage service fees for the taxable 
year. The term “mortgages held’ refers to mortgages, and 
other similar liens, on real property which are held by the 
company as security for ‘mortgage loans.”’ 

Paragraphs (2), (3), (4), and (5) of the new section 804(c) (relating 
to real estate expenses, depreciation, depletion, and tax-free interest) 
are in substance the same as paragraphs (3), (4), (5), and (1), respec- 
tively, of section 803(c) of the 1954 Code. In addition, the new para- 
graph (3), relating to depreciation, contains a rule relating to rental 
value of real estate (see existing sec. 803(d) of the code). 

Paragraph (6) of the new section 804(c) provides a deduction in an 
amount which bears the same ratio to the amount allowable as a deduc- 
tion under section 242 (relating to partially tax-exempt interest) as 
(A) the regular corporate normal tax for the taxable year, bears to 
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(B) the sum of the regular corporate normal tax and surtax rates 
for the taxable year. This deduction is in lieu of the deduction under 
section 242 which is allowed only for purposes of computing the 
normal tax. 

Paragraph (7) of the new section 804(c) allows as a deduction the 
deductions relating to dividends received allowed by sections 243, 244, 
and 245. 

Paragraph (8) of the new section 804(c), relating to trade or business 
deductions, is substantially the same as pein 803(c)(6) of the 1954 
Code. 

Paragraph (9) of the new section 804(c) provides a deduction (not 
in excess of $25,000) equal to 5 percent of the net investment income 
for the taxable year. For this purpose, the net investment income is 
computed without regard to the new paragraph (9). 


SECTION 805. POLICY AND OTHER CONTRACT LIABILITY 
DEDUCTION 


(a) In general.—Subsection (a) of the new section 805 provides, 
for purposes of part I of subchapter L, a definition of the term ‘‘policy 
and other contract liability deduction.’’ Under the bill, this deduc- 
tion is the sum (reduced by the adjustment provided by subsection 
(e)) of the following deductions: 

(1) The deduction for the investment yield on adjusted life 
insurance reserves (see subsec. (b)). 

(2) The deduction for the investment yield on pension plan 
reserves (see subsec. (c)). 

(3) The deduction for interest paid (see subsec. (d)) 

(6) Deduction for investment yield on adjusted life insurance reserves.— 
Subsection (b) of the new section 805 provides for the deduction for 
the investment yield on adjusted life insurance reserves 

Paragraph (1) provides that the deduction is the amount deter- 
mined by multiplying— 

(A) the adjusted life insurance reserves (see the discussion of 
the new sec. 805(b)(3)), by 

(B) the deduction rate. 

Under paragraph (2) of the new section 805(b), the deduction rate 
is determined by reference to the following factors: 

(1) The average rate of interest assumed by the taxpayer in 
calculating life insurance reserves (other than pension plan 
reserves, determined for the taxable year under subsec. (c)). 

(2) The average rate of interest assumed by the life insurance 
industry in calculating life insurance reserves (other than pension 
plan reserves, determined for the taxable year under subsec. (c)). 
This rate is the percentage determined and proclaimed by the 
Secretary of the Treasury or his delegate on the basis of such 
data with respect to life insurance companies for the preceding tax- 
able year as the Secretary or his delegate considers representative. 

(3) The taxpayer’s investment yield rate for the taxable year 
(that is, the percentage obtained by dividing (A) the taxpayer’s 
investment yield for the taxable year, by (B) the mean of the 
taxpayer’s assets at the beginning and end of the taxable year). 

Ordinarily, the deduction rate is the amount ascertained by dividing 
by 2 the sum of— 
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(1) the average rate of interest assumed by the taxpayer or 
the industry, whichever is the higher, plus 

(2) the taxpayer’s investment ‘yield rate. 

However, under the bill the deduction rate cannot exceed the tax- 
payer’s investment yield rate. 

Paragraph (3) of the new section 805(b) defines the term “adjusted 
life insurance reserves.”’ Under the bill the adjusted life insurance 
reserves is the amount determined by multiplying— 

(A) the mean of the life insurance reserves (other than pension 
plan reserves, determined for the taxable year under subsection 
(c)) at the beginning and end of the taxable year, by 

(B) that percentage which equals 100 percent— 

(i) increased by that percentage which is 10 times the 
average rate of interest assumed by the taxpayer in calculat- 
ing such reserves, and 

(ii) reduced by that percentage which is 10 times the 
deduction rate. 

Paragraph (4) of the new section 805(b) relates to the average 
interest rate assumed in_calculating reserves. Under the bill, such 
rate is to be computed- 

(A) by multiplying each assumed rate of interest by the means 
of the amounts of such reserves computed at that rate at the 
beginning and end of the taxable year, and 

(B) by dividing (i) the sum of the products ascertained under 
subparagraph (A), by, (ii) the mean of the total of such reserves 
at the beginning and end of the taxable vear. 

After 1958 the assumed rate will not be calculated with reference to 
the portion of the reserves treated for the taxable year as pension 
plan reserves. 

Paragraph (5) of the new section 805(b) provides that the invest- 
ment yield for any taxable year is the net investment income for the 
taxable year, computed without— 

(A) the deduction for tax-free interest (see sec. 804(c)(5)) 

(B) the deduction for partially tax-exempt interest (see sec. 
804(c)(6)), 

(C) the deduction for dividends received (see sec. 804(c)(7)), 
and 

(D) the small business deduction (see sec. 804(c) (9)) 

Paragraph (6) of the new section 805(b) defines the term “assets” 
for purposes of part I of subchapter L as meaning all assets of the 
company (including nonadmitted assets) ; except that such term does 
not include real and personal property (other than money) used by 
the company in carrying on aa insurance trede or business. In apply- 
ing this definition— 

(A) The amount attributable to real property and to stock is 
the fair market value thereof, and 

(B) The amount attributable to any other asset is the adjusted 
basis of such asset for purposes of determining gain on sale or 
other disposition. 

It is contemplated that in the case of real property, under appropriate 
circumstances the fair market value may be determined on the basis 
of a reasonable approximation of fair market value rather than on the 
basis of an annual reappraisal. The adjusted basis referred to in 
subparagraph (B) above is to be determined undez section 1016 and 
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the other related provisions of subtitle A of the 1954 Code, without 
regard to the rule of section 817(b) relating to fair market value on 
December 31, 1958. 

Paragraph (7 ) of the new section 805(b) relates to situations where 
there is a change in life insurance reserves (either increases or de- 
creases) attributable to the transfer of liabilities under contracts taken 
into account in computing such reserves. This occurs, for example, 
when life insurance company I purchases all or a part of the business 
of life insurance company X under an arrangement (sometimes re- 
ferred to as “assumption reinsurance’’) whereby company I becomes 
solely liable to the policyholders. Both I and X will have to make 
the adjustments provided by paragraph (7) 

In situations to which paragraph (7) applies, the means of the 
reserves, and the mean of the assets (both of which would, but for 
the new paragraph (7) be computed with respect to amounts at the 
beginning and end of the taxable year) are to be appropriately ad- 
justed to reflect the amounts involved in such transfer. The adjust- 
ments shall be made on a daily basis. The adjustments required by 
the new paragraph (7) are to be made under regulations prescribed 
by the Secretary or his delegate. 

To illustrate the application of this provision with respect to the 
means of the reserves, assume that the taxpayer T had reserves of 
$1 million at the beginning of the year and $1,040,000 at the end of 
the year. On January 30, the R company assumed all of T’s risks 
on a block of policies with reserves. The reserves for this block 
were $60,000 at the beginning of the year and $62,000 on January 30, 
The computation with respect to T may be made as follows: 








Reserves‘at beginning of year _...._.......22.2.0.... $1, 000, 000 
Less reserves (at beginning of - year) on “contracts trans- 
PONS B00 Fhic nie tse wc temiie sa SE ta oie a li 60, 000 
Recomputed amount at beginning of year__----_------------- $940, 000 
Reserves at end of year____.-__--__~- SA Jee. eee A. _.. 1, 040, 000 
I i a 8 sk esau ase wh ts ic lt gn Mes ac scl age 
Bibeaai FF airs es odes be a ee alae “.-. 990, 000 
Reserves (at beginning of year) on contracts transferred 
ROM arth werk ec escorted eticgs tak ewe $60, 000 
Reserves (on Jan. 30) on such contracts_._._._..------- 62, 000 
FOCAL be er ee cco is ee ee 61, 000 
Taken into account, 30/365 -___-____- Lied coe eee eee 5, 014 
Mean of reserves........-...-.- Poa ndcdudke ncaa 995, 014 


It should be noted that the new saneaenelh (7 7) is to be applied 
without regard to whether or not the transferor of the liabilities was 
the original insurer. 

The new paragraph (7) does not apply to reinsurance ceded by 
another person to the taxpayer, or by'the taxpayer to another person. 
For example, it does not apply when, in the ordinary course of business, 
a reinsurance contract is entered into with another company (on a 
yearly-renewable-term basis, on a coinsurance basis, or otherwise) 
whereby there is a sharing of risks under one or more individual 
contracts. 

(c) Deduction for investment yield on pension plan reserves.—Sub- 
section (c) of the new section 805 relates to the deduction for the invest- 
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ment yield on pension plan reserves. Paragraph (1) of subsection (c) 
provides that the deduction is the amount determined by multiplying 
the pension plan reserves by the investment yield rate (for definition 
of investment yield rate, see discussion of sec. 805(b)(2)). 

Paragraph (2) of the new section 805(c) defines the term “pension 
plan reserves” as that portion of the life insurance reserves which is 
allocable to the contracts (including supplementary contracts) de- 
scribed in the bill. First, there are included contracts purchased by 
trusts under master contracts entered into with such trusts, but only 
if such trusts were deemed (at the time such master contracts were 
entered into) to be trusts described in section 401(a) and exempt 
from tax under section 501(a) of the 1954 Code, or trusts exempt 
from tax under section 165 of the 1939 Code (as it appeared sub- 
sequent to the 1942 amendments or as it appeared before such 
amendments) or the corresponding provisions of prior revenue laws. 
Also included are contracts entered into under qualified insured 
plans which (as of ‘the time the contracts were entered into) were 
deemed to be plans meeting the requirements of section 401(a)(3), 
(4), (5), and (6) of the 1954 Code or the requirements of section 
165(a) (3), (4), (5), and (6) of the 1939 Code. Pension plan reserves 
also includes that, portion of the life insurance reserves which is allo- 
cable to contracts provided for employees of the taxpayer under a 
plan which (for the taxable year) meets the requirements of section 
401(a) (3), (4), (5), and (6) of the 1954 Code. 

Paragraph (3) of the new section 805(c) provides a special tran- 
sitional rule for the treatment of pension plan reserves. The effect of 
this paragraph is to provide that for 1958 the pension plan reserves 
shall be included with the other life insurance reserves in determining 
under section 805(b) the deduction for the investment yield on adjusted 
life insurance reserves and no deduction will be allowable under section 
805(c) for the investment yield on pension plan reserves. For 1959, 
two-thirds of the pension plan reserves will be taken into account 
under section 805(b) and one-third will be taken into account under 
section 805(c). For 1960, one-third of the pension plan reserves will 
be taken into account under section 805(b) and two-thirds under 
section 805(c). For 1961 and thereafter the entire amount of the 
pension plan reserves will be taken into account under section 805(c). 

(d) Deduction for interest paid.—Subsection (d) of the new section 
805 defines the term “interest paid.’’ Paragraphs (1) (relating to 
interest on indebtedness) and (2) (relating to certain amounts in the 
nature of interest) are, in substance, the same as paragraphs (1) and 
(2) of section 805(d) of the 1954 Code. Paragraph (3), for which 
there is no corresponding provision of existing law, includes within 
the definition of interest paid all amounts accrued for the taxable 
year for discounts in the nature of interest (whether or not guaranteed) 
on premiums or other consideration paid in advance on insurance or 
annuity contracts. 

(e) Adjustment to prevent double deductions.—Under section 805(a), 
an amount (to be determined under subsec. (e)) is to be subtracted 
from the total of the deductions taken into account in arriving at the 
policy and other contract liability deduction. Under subsection (e), 
this amount is determined by multiplying the sum of the amounts 
deductible under paragraphs (5) (tax-free interest), (6) (partially 
tax-exempt interest), and (7) (dividends received) of section 804(c) 
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by the ratio set forth in the bill. The numerator is the sum of the 
deductions described in section 805(a) plus the small business deduc- 
tion. The denominator is the investment yield for the taxable year. 
If the denominator is less than the numerator, the amount subtracted 
is the sum of the amounts deductible under paragraphs (5), (6), and 
(7) of section 804(c). 


SECTION 806. CHANGE OF BASIS IN COMPUTING RESERVES 





























The new section 806 provides that if the basis for determining the 
amount of any item referred to in section 810(c) (life insurance re- 
serves, etc.) as of the close of the taxable year differs from the basis 
for such determination as of the beginning of the taxable year, then 
for purposes of determining taxable investment income the amount 
of the item as of the close of the taxable year shall be the amount com- 
puted on the old basis, and the amount of the item as of the beginning 
of the next taxable year shall be the amount computed on the new 
basis. 

For example, assume that the life insurance reserves at the begin- 
ning of the year are 100, that during the year a portion of the reserves 
is strengthened (by reason of a change in mortality or interest assump- 
tions, or otherwise), so that at the end of the year the reserves (com- 
puted on the new basis) are 130 but computed on the old basis would 
be 120. Assume further that at the close of the next taxable year 
the reserves (computed on the new basis) are 142. Under the new 
section 806, the mean of such reserves for the taxable year of the 
reserve strengthening is 110 (the mean of 100 and 120). The mean 
of such reserves for the next taxable year is 136 (the mean of 130 
and 142). 


Susppart C—GaIn AND Loss From OPERATIONS 
SECTION 809. IN GENERAL 
























(a) Gain from operations defined.—Subsection (a) defines the term 
“gain from operations” (for purposes of pt. I of subch. L of ch. 1 of 
the 1954 Code) as meaning the excess of the sum of the receipt items 
taken into account under subsection (c) over the sum of the deduc- 
tions provided under subsection (d). 

(b) Loss from operations defined.—Subsection (b) defines the term 
“loss from operations”’ as meaning the excess of the sum of the deduc- 
tions provided under subsection (d) over the sum of the receipt items 
taken into account under subsection (c). 

(c) Gross amount.—Subsection (c) specifies four categories of receipt 
items which are taken into account in determining whether there is a 
gain or loss from operations under section 809. Under paragraph (1) 
the gross amount of all premiums and other consideration on insurance 
and annuity contracts (including supplementary contracts) is taken 
into account; less return premiums, and premiums and other con- 
sideration arising out of reinsurance ceded. The premiums and other 
consideration taken into account include advance premiums, deposits,. 
fees, assessments, and consideration in respect of assuming liabilities 
under contracts not issued by the taxpayer. In excluding return 
premiums, amounts returned (by whatever name called) where the 
amount is not fixed in the contract but depends on the experience of 
86441—59-—_5 


30 LIFE INSURANCE COMPANY INCOME TAX ACT OF 1959 


the company or the discretion of the management are not to be treated 
as return premiums. 

Under paragraph (2), any decrease in an item that is required by 
section 810 or 811(b)(2) to be taken into account must be taken into 
account as a receipt item. 

Paragraph (3) requires that, for taxable years beginning after De- 
cember 31, 1958, any excess of net short-term capital gain over the 
net long-term capital loss shall also be taken into account as a receipt 
item. In view of the treatment of capital gains provided by the bill 
(see discussion of sec. 802), except as provided in paragraph (3) gains 
from (or considered as from) sales or exchanges of capital assets are 
not taken into account under subpart C. 

Paragraph (4) provides that all items not otherwise taken into 
account under paragraph (1), (2), or (3) must be taken into account 
as receipt items to the extent such items are includible in gross income 
under subtitle A of the 1954 code. 

(d) Deductions.—Subsection (d) provides the following nine cate- 
gories of deductions which are to be taken into account in determining 
gain or loss from operations under section 809: 

(1) All claims and benefits accrued, and losses incurred 
(whether or not ascertained), during the year on insurance, 
annuity, and supplementary contracts. 

(2) Net increases in certain reserve items which are required 
by section 810 to be taken into account. 

(3) Policyholder dividends as described in section 811. 

(4) The operations loss deduction described in section 812. 

(5) The small business deduction allowed in computing the 
taxpayer’s taxable investment income (5 percent of net invest- 
ment income, but not exceeding $25,000). 

(6) Ten percent of the increase for the taxable year in certain 
life insurance reserves for nonparticipating contracts (excluding 
group contracts). 

(7) Two percent of the net premiums for the taxable year at- 
tributable to group life insurance and group accident and health 
contracts. This deduction for the taxable year and all preceding 
taxable years may not exceed 50 percent of the net premiums 
attributable to such contracts for the taxable year. 

(8) Consideration (other than consideration arising out of rein- 
surance ceded) attributable to the assumption by another insurer 
of the policy contract liabilities of the taxpayer. 

(9) All other deductions allowed in computing gross income 
under subtitle A of the code, except as modified by subsection (e). 

Under paragraph (1) the phrase ‘‘all claims and benefits accrued” 
includes, for example, matured endowments and amounts allowed on 
surrender. The term ‘losses incurred (whether or not ascertained)”’ 
refers to a reasonable estimate of the amount of the losses incurred 
but not reported as well as losses reported but where the amount 
thereof cannot be ascertained by the end of the taxable year. The 
reserves referred to in paragraph (6) above include only life insur- 
ance reserves, but do not include those reserves which, consistent 
with the method used in reporting on the Annual Statements pre- 
scribed by the various State regulatory authorities, are shown as 
annuity reserves. The consideration referred to in paragraph (8) 
arises, for example, where taxpayer T (in the example given in the 
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discussion of sec. 805(b)(7)) makes a payment or transfers property 
to company R in connection with company R’s assumption of tax- 
payer T’s policy contract liabilities. 

(e) Modifications—Under subsection (e), deductions allowable un- 
der subsection (d)(9) are subject to the following modifications: 

(1) No deduction is allowed under section 163 for interest in 
respect of the items described in section 810(c). 

(2) No deduction is allowed for an addition to reserves for bad 
debts under section 166(c) but a deduction for specific bad debts 
is permitted to the extent that the other provisions of that section 
are applicable. 

(3) The charitable contribution deduction limitation of 5 per- 
cent of the gain from operations is modified to conform the limi- 
tations of section 170(b) to the provisions of the new subpart C. 

(4) No deduction is allowed under section 171 for the amorti- 
zation of bond premiums since a deduction for such premiums 
is specifically taken into account under section 818(b). 

(5) The net operating loss deduction provided by section 172 
is not allowed since in lieu thereof a new ‘operations loss deduc- 
tion’’ is allowed under section 812. 

(6) The deduction for partially tax-exempt interest allowed by 
section 242 is an amount determined by applying to the amount 
of such interest, the ratio of the normal tax rate (presently 30 
percent) to the total tax rate (presently 52 percent). 

(7) The limitation (contained in sec. 246(b)) on the deduction 
for dividends received is modified to conform it to the provisions 
of the new subchapter L. 

(f) Adjustment to prevent double deductions—Under subsection (f), 
the aggregate of the deductions under section 809(d) is reduced by 
an amount determined by multiplying the sum of the (1) tax-exempt 
interest, (2) the partially tax-exempt interest deduction (as modified 
by subsec. (e)(6)), and (3) the dividends received deduction (as modi- 
fied by subsec. (e)(7)) by a ratio, the numerator of which is the tax- 
payer’s required interest (as defined in sec. 809(f)(2)) plus the small 
business deduction allowed by section 809(d)(5), and the denominator 
of which is the taxpayer’s investment yield (as defined in sec. 
805(b)(5)), computed without the investment expense limitation con- 
tained in section 804(c)(1). If, however, such denominator is less 
than the numerator, the aggregate of the deductions allowed is reduced 
by the sum of the tax-exempt interest and the otherwise allowable 
partially tax-exempt interest and dividends received deduction. 

(gq) Limitation on certain deductions.—Subsection (g) limits the 
deductions allowed under section 809(d) for dividends to policyholders 
(par. (3)), for an increase in reserves for certain nonparticipatiag con- 
tracts (par. (6)), and for net premiums on group life, accident, and 
health insurance (par. (7)), to the amount by which the gain from 
operations (computed without regard to such deductions) exceeds the 
taxpayer’s taxable investment income for such year. 

Paragraph (2) establishes a priority system for applying paragraph 
(1). For example, assume that the gain from operations for the tax- 
able year (computed without regard to these deductions) is $100, 
that the taxable investment income is $95, that the deduction for net 

remiums on group life, accident, and health insurance (without the 
imitation) is $4, that the deduction (without the limitation) for the 
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increase in reserves for certain nonparticipating contracts is $6, and 
that the dividends to policyholders is $10. Under the priority system 
established by paragraph (2), the entire amount of the deduction 
provided by paragraph (7), namely $4, is allowable. One dollar of the 
deduction allowable under paragraph (6) may be taken into account, 
and none of the dividends to policyholders may be taken into account. 


SECTION 810. RULES FOR CERTAIN RESERVES 


(a) Adjustment for decrease.—Under subsection (a), if there is a 
decrease between the beginning and end of a expand s taxable year 
in any item described in section 810(c), the amount of such decrease 
shall be taken into account as a receipt item in determining gain or 
loss from operations. 

(b) Adjustment for increase.—Under subsection (b), if there is an 
increase between the beginning and end of a taxpayer’s taxable year 
in any item described in section 810(c), the amount of such increase 
shall be deducted in determining gain or loss from operations. 

(c) Items taken into account.—Subsection (c) sets forth the items 
to be taken into account. In addition to life insurance reserves, 
these items are unearned premiums and unpaid losses not included in 
life insurance reserves; amounts necessary to satisfy obligations under 
insurance or annuity contracts (including supplementary contracts) 
where these obligations do not involve life, health, or accident con- 
tingencies; certain dividend accumulations, and other amounts, held 
at interest in connection with insurance or annuity contracts (includ- 
ing supplementary contracts); and premiums received in advance, 
and liabilities for premium deposit funds. In applying the new sec- 
tion 810(c), the same item is to be counted only once. For purposes 
of this provision, deficiency reserves are not to be taken into account. 

(d) Adjustment for change in computing reserves.—Subsection (d) 
deals with the effect on deductions for increases in reserves (or amounts 
included in income for decreases in reserves) where there have been 
changes in the method of computing the reserves. Paragraph (1) 
refers to what is generally described as reserve strengthening. This 
paragraph provides in the case of reserve strengthening that the 
additional deduction which would otherwise be allowable because 
of additions to reserves occurring in this strengthening process is 
to be taken into account ratably over a 10-year period rather than 
in a single year. The paragraph also provides the reverse treatment 
in the case of reserve weakening. This subsection in effect deems the 
reserve strengthening or weakening to occur at the end of the taxable 
year so that the 10-year period commences with the succeeding taxable 
year. 

Under paragraph (2) of the new section 810(d), if for any year a 
company which previously was a life insurance company no longer 
qualifies as a life insurance company, any adjustments remaining to 
be made for reserve strengthening or weakening will be taken into 
account for the preceding taxable year. This provision is subject to 
the provisions of section 381(c)(22), which mk to carryovers in 
certain corporate readjustments (for discussion of this provision, see 
item 10 of the special provisions discussed under the general explana- 
tion of the bill). 

Paragraph (3) of section 810(d) provides that if a taxpayer elects 
to increase his reserves by changing from a preliminary term method 
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of computation to a net level premium method in accordance with 
section 818(c), such an election shall not be considered a change in 
the basis of determining an item described in section 810(c). This 
paragraph also provides that if such an election applies to any taxable 
year, the effect thereof on the taxpayer’s reserves shall be disregarded 
for the purpose of this subsection. 

The last sentence of section 810(d) (3) refers to a change in basis of 
computing reserves which involves, with or without other changes, 
a shift from a preliminary term method to the net level premium 
method, where the taxpayer had previously made an election under 
section 818(c) to obtain the effects of the net level premium method 
for tax purposes. The sentence states that the amount that may be 
deductible over 10 years is only so much of the reserve strengthening 
as is not attributable to the shift from a preliminary term method 
to the net level premium method. To illustrate this rule, assume that 
company A restates the reserves on a block of policies from a 3-percent 
assumed rate and the Commissioner’s reserve valuation method (one 
of the preliminary term reserve methods) to a 2-percent assumed rate 
and the net level premium method. The significant figures are shown 
below: 


l 
| Jan. 1, 1960 | Dee. 31, 1960 


method_.-__-- 
Reserves at 3 percent assumed rate, after restatement under sec. 818(c) 
Strengthened reserves 2 percent assumed rate and net level premium method 


| 
Book reserves at 3 percent assumed rate, Commissioner’s reserve valuation | 


The company’s deduction for the year 1960 with respect to these 
reserves would be the difference between $220 and $231 or $11 because 
of the election previously made. The amount to be spread as a deduc- 
tion over the following 10 years would be the difference between $255 
and $231 or $24. 


SECTION 811. DIVIDENDS TO POLICYHOLDERS 


(a) Dividends to policyholders defined.—Subsection (a) of section 811 
defines dividends to policyholders to mean dividends and similar dis- 
tributions made to policyholders in their capacity as such. In general, 
amounts returned where the amount is not fixed in the centract but 
depends on the experience of the company or the discretion of the 
management are to be treated as dividends to policyholders. How- 
ever, the term does not include interest paid as defined in section 
805(d)(2). Thus, the term does not include, for example, so-called 
excess interest payments made with respect to supplementary con- 
tracts not involving life, accident, or health contingencies merely 
because such interest payments exceed the amounts of interest guar- 
anteed under such contracts. 

(6) Amount of deduction.—Subsection (b) provides that except as 
limited by section 809(g) (relating to the limitation on certain deduc- 
tions) the deduction for dividends to policyholders shall be an amount 
equal to the dividends paid to policyholders during the taxable year 

lus (or minus) any increase (or decrease) in the reserves for policy- 
fuser dividends payable during the immediately succeeding taxable 
year. For this purpose, reserves for policyholder dividends at the 
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end of any taxable year shall include all amounts set aside before the 
16th day of the 3d month of the year following such taxable year for 
payment of policyholder dividends during the year following such 
taxable year. 

Paragraph (2) of section 811(b) provides that if the amount of 
the decrease for the taxable year in the reserves for policyholder 
dividends exceeds the amount of dividends paid to policyholders during 
such year, the amount of the excess shall be taken into account as a 
receipt item under section 809(c)(2). 


SECTION 812. OPERATIONS LOSS DEDUCTION 


The operations less deduction provided by this section is, in sub- 
stance, the same as the net operating loss deduction provided by 
section 172 but with modifications to conform the new section 812 to 
the provisions of the new part I of subchapter L. 

(a) Deduction allowed.—Subsection (a) provides for an “operations 
loss deduction.’”’ The deduction for any taxable year consists of the 
sum of the carryovers of operations losses from prior years and carry- 
backs of operations losses from subsequent years. 

(b) Operations loss carrybacks and carryovers.—Subsection (b) pro- 
vides that a loss from operations for any taxable year ending after 
December 31, 1957, like the net operating loss of a corporation which 
is not an insurance company, may be carried back to each of the 
3 taxable years preceding the loss year and may be carried forward 
to each of the 5 taxable years succeeding the loss year. However, a 
loss from operations cannot be carried back to any year commencing 
prior to January 1, 1958. 

Paragraph (2) of subsection (b) provides that the full amount of 
the loss from operations must first be carried back to the earliest 
year permissible under paragraph (1). The portion of the loss carried 
to any of the other taxable years is the excess of the amount of the 
loss over the sum of the offsets (as defined in sec. 812(d)) for all prior 
taxable years to which the loss may be carried. 

(c) Computation of loss from operations.—Subsection (c) of section 
812 provides that in computing the loss from operations for any tax- 
able year, the sum of the operations loss carryovers and carrybacks 
to such year shall be disregarded and the dividends received deduc- 
tions permitted under sections 243, 244, and 245 shall be computed 
without regard to the limitation on such deductions provided in sec- 
tion 246(b) as modified by section 809(e) (7). 

(d) Offset defined.—Section 812(b)(2) provides that the portion of 
the loss from operations which may be carried to each of the taxable 
years referred to in section 812(b)(1) (other than the first taxable 
year) is the excess thereof over the sum of the offsets for each of the 
prior taxable years to which the loss may be carried. 

The new subsection (d) defines the term “offset”? for purposes of 
section 812(b)(2). For any of the prior taxable years referred to in 
the preceding paragraph, the offset is only that portion of the increase 
in the operations loss deduction which was necessary to reduce the 
life insurance company taxable income to zero. For purposes of the 
preceding sentence, life insurance company taxable income is to be 
computed without regard to amounts subtracted from the policy- 
holders surplus account for the taxable year, but there will be taken 
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into account the adjustments in certain deductions (such as the 
deduction for dividends to policyholders) which flow from an increase 
in the operations loss deduction. 

(e) Application of subtitle A and subtitle F—Subsection (e) 0 
section 812 provides that except as modified by section 809(e) fiketio 
to modifications of deduction items otherwise allowable under subtitle 
A of the 1954 Code) subtitle A and subtitle F shall apply to operations 
loss carrybacks and carryovers, and to the operations loss deduction, 
in the same manner and to the same extent that they apply to the 
net operating loss carrybacks and carryovers, and to the net operating 
loss deduction, of corporations generally. 

The operation of the new section 812 may be illustrated by the 
following example. Assume that company I is organized on January 
1, 1959, and for 1959 and 1960 has the following results: 








1959 1960 
too ee ee einai ainulnatail $90 $90 
I EE Cito a nd aid cts ebethievadeebsenweuaip amen samcmaanDats 100 85 
Wax Wend ee, BGO) Ch) GE Gn ndcdcndcedeesmanadscaveddhsacsacseansshonas 95 85 


Assume further that for the years 1961 and 1962 company I has a 
loss from operations of $98 and $102, respectively. Under section 
812 the results are as follows: 





| 

| 1959 | 1960 1961 | 1962 

| 
= ee eae 7 r | | | q 
Taxable investment income............---...--.e.e.se- $90 | SO Bs Aatennnciasl cinerea 
«inc chanigan daabaiaantnandiedamgatadiad (98) | | ae ee Soe 
WOU MAIR, JL i en i ae (102) | ices a es = 3 
Gain from operations (before operations loss deduction) - 100 Ti tascot cece wecd Enacaiaciiaaben oe 
Operations loss deduction (for other than offset purposes) - | (200) (100) | enabled Say ae eee 
Loss from operations. -.....-.----- denehstescinp aunt selnenianwereseteek dtastene (98) | (102) 


| 


The entire amount of the loss from operations for 1961 and 1962 is 
an operations loss carryback to 1959. The operations loss deduction 
for 1959 before the carrybacks is zero. $100 of the deduction reduces 
the gain from operations and the tax base for 1959 to zero. Under 
section 812(d)(2), in computing the amount of the 1962 loss which is a 
carryback to 1960, the operations loss deductionfor 1959 is $98. Thus, 
the offset is $2 (namely, the amount required to increase $98 to $100), 
leaving $100 as the carryback to 1960. Under this example, $85 of 
the $100 operations loss deduction for 1960 is an offset against the 
1962 carryback, leaving $15 as an operations loss carryover from 1962 
to 1963. 

If, in addition to the deductions reflected in the above example, 
company I would have (without regard to sec. 809(g)) a deduction for 
1959 of $25 for dividends to policyholders, the gain from operations 
and tax base would be $90 before the application of section 812 ($10 
being the allowable deduction for dividends to policyholders under 
sec. 809(g)). However, upon application of section 812, the results 
for 1959 and 1960 are the same as in the example above since (after 
the application of the operations loss deduction) the gain from opera- 
tions is less than the taxable investment income. 
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SuBPART D—DIstTRIBUTIONS TO SHAREHOLDERS 
SECTION 815. DISTRIBUTIONS TO SHAREHOLDERS 


Subpart D is concerned with the tax which is imposed on an insur- 
ance company by reason of section 802(b)(3) (which includes in life 
insurance company taxable income amounts subtracted from the 
policyholders surplus account). 

(a) General rule.—Subsection (a) of section 815 provides the general 
rule that any distribution made by a stock life insurance corporation 
to a shareholder with respect to its stock after December 31, 1958, 
shall be treated as first being made out of the shareholders surplus 
account (see (b) below). Once this account has been exhausted 
(that is, reduced to zero), distributions are then to be considered as 
being made out of the policyholders surplus account (see (c) below), 
until this account is exhausted. Finally, distributions in excess of 
the amounts in the shareholders surplus account and the policy- 
holders surplus account are to be treated as being made out of other 
accounts (for example, earnings and profits accumulated prior to 
January 1, 1959, paid-in-surplus, capital, etc.). 

The term ‘‘distribution,” as used in this subsection, means any 
distribution to any or all of a corporation’s shareholders with respect 
to its stock, including any distribution in redemption of the corpora- 
tion’s stock, whether or not in partial or complete liquidation of the 
corporation. For example, there is a distribution within the meaning 
of section 815(a) in any case in which a corporation acquires the stock 
of a shareholder in exchange for property in a redemption treated as a 
distribution in exchange for stock under section 302(a) or treated as a 
distribution of property under section 302(d). Under section 815(a), 
the term “distribution” does not include any distribution made by a 
corporation of the distributing corporation’s stock, or of rights to 
acquire its stock, whether or not such distribution would be treated as 
a distribution of property under section 305(b). (For a discussion of 
the application of this provision with respect to certain liquidations of 
subsidiaries and reorganizations, see item 10 of the special provisions 
discussed under the general explanation of the bill.) 

(6) Shareholders surplus account.—Paragraph (1) of subsection (b) 
provides that every stock life insurance company (both domestic and 
foreign) shall establish and maintain a shareholders surplus account. 
This account shall be established as of January 1, 1959, and its begin- 
ning or opening balance on that date shall be zero. 

Paragraph (2) of this subsection provides for an addition to be made 
to the shareholders surplus account for any taxable year beginning 
after December 31, 1958. To determine the amount of this addition 
there must first be ascertained the sum of the following: 

(1) The amount of the life insurance taxable income (computed 
without regard to sec. 802(b)(3)). 

(2) The amount (if any) by which the net long-term capital 
gain exceeds the net short-term capital loss (in other words, the 
amount subject to the 25-percent tax imposed by sec. 802(a)(2)), 

(3) The amount of the deductions for— 

(a) Partially tax-exempt interest provided by section 242 
(as modified by sec. 809(e)(6)), and 
(6) Dividends received (as modified by sec. 809(e)(7)); 
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(4) The amount of interest excluded from gross income under 
section 103; and 

(5) The ssobunt of the small business deduction provided by 
section 809(d) (5) 

This subsection further provides that the addition to the share- 
holders surplus account shall be the amount by which the sum of the 
items referred to above exceeds the taxes imposed for the taxable 
year by section 802(a), determined without regard to section 802(b)(3) 

Furthermore, there will be added to the shareholders sated ac- 
count at the beginning of the taxable year those amounts required 
to be so treated by 1 reason of paragraphs (1) and (4) of section 815(d) 
(relating to election to transfer amounts from policyholders surplus 
account to shareholders surplus account, and to the limitation on the 
amount in the policyholders surplus account). 

Paragraph (3) of this subsection provides that there shall be sub- 
tracted from the shareholders surplus account for any taxable year 
the amount which is treated under section 815 as distributed out of 
this account. 

(c) Policyholders surplus account.—Paragraph (1) of subsection (c) 
provides that every stock life insurance company (both domestic and 
foreign) shall establish and maintain a policyholders surplus account. 
This account shall be established as of January 1, 1959, and its begin- 
ning or opening balance on that date shall be zero. 

Paragraph (2) of this subsection provides that an addition to this 
account shall be made for any taxable year beginning after December 
31, 1958, for which the gain from operations exceeds the taxable 
investment income. The amount of this addition shall be an amount 
equal to 50 percent of such excess. 

Paragraph (3) of this subsection provides that there shall be sub- 
tracted from the policyholders surplus account for any taxable year 
an amount equal to the sum of: 

(1) The amount which (without regard to (2) below) is treated 
under section 815 as distributed out of the policyholders surplus 
account, plus 

(2) The amount by which the tax imposed for the taxable year 
by section 802(a) is increased by reason of section 802(b)(3). 

Furthermore, there will be subtracted from the policyholders sur- 
plus account for the taxable year those amounts required to be so 
treated by reason of paragr aphs (1) and (4) of section 815(d). The 
subtractions referred to in the preceding sentence shall be treated as 
made after all other subtractions from the policyholders surplus ac- 
count for the taxable year. 

(d) Special rules—Subsection (d) of section 815 provides certain 
special rules for the shareholders surplus account and the policy- 
holders surplus account. 

Subparagraph (A) of paragraph (1) of this subsection permits a life 
insurance company to make an Shes ‘tion, for any taxable year, to sub- 
tract from its policyholders surplus account any amount (either the 
total amount in such account, or any portion thereof) in such account 
as of the close of such taxable year. The amount so subtracted, less 
the amount of tax imposed with respect to such amount (by reason 
of sec. 803(b)(3)), shall be added to the shareholders surplus account. 
This addition to the shareholders surplus account shall be deemed 

36441596 

























38 LIFE INSURANCE COMPANY INCOME TAX ACT OF 1959 


made as of the beginning of the taxable year following the taxable year 
for which the taxpayer has made the election provided for herein. 

For example, if a life insurance company elects, under section 
815(d)(1), for the taxable year 1960 to subtract from its policyholders 
surplus account (as of the close of the year 1960) the amount of 
$1,000, and if the tax on such amount is $520, $480 shall be added to 
the shareholders surplus account as of January 1, 1961. 

Under subparagraph (B) of paragraph (1), this election must be 
made after the close of the taxable year for which it is to apply and 
not later than the time prescribed by law for filing the return (includ- 
ing extensions thereof) for the taxable year, and in such manner and 
form as the Secretary or his delegate may by regulations prescribe. 
An election applies only with respect to the year for which made. 
Once an election for a taxable year has been made, it may not be 
subsequently revoked. It is to be noted, however, that the amount 
subtracted pursuant to such an election may be affected by a subse- 
quent operations loss which is carried back to such year. For example, 
assume that for the years 1959 through 1961, company X has the 
following results (assuming a 30 percent tax rate for all years 
involved) : 


1959 | 1960 | 1961 
Tanti IPesGees IMOOUMG.. 2 os hocks cnccncncawosecoscccecs) $40. 00 $40. 00 $40. 00 
CR ORES. 5 ov nprecectce see gecenqonnscicovtaccoses } 60.00 | 60.00 | 60. 00 
Te ee Ge, BED 0) NE CI No dn enceocusesesannnesnnh<sts | 50. 00 50.00 | 50. 00 
Tax (sec. 802(b) (1) and (2) base)........-.--------22--22-----. 15.00 | 15.00 | 15.00 
Shareholders surplus account— | | 
I OE FOE oo dod coeds dharecooknsascaceetonis ‘on 42. 00 37.00 
Added for year (without regard to election) -.............. 35. 00 | 35.00 35. 00 
AGG0E DF TERSOR GF GIRCTIOR.........ccccccccoccuccceccunccocas] 7.00 | 0 0 
Subtracted (distributions) ..............-.-----...--.....- oT 40.00 | 40. 00 
Policyholders surplus account— 
he PG WOON 6 oS , oi dik, cawcewenbeconcecs | 0 el 10.00 
TT A <.dtinkencbboncshohessbddamnneste cesktanmpe 10. 00 10. 00 10. 00 
IO, dn cenantinaneedemnequeniengaeiie | 0 0 0 
NE SERINE) 4 caccdccnnceninitbdedeamiclscureoqudan 10. 00 0 | 0 
OI a Oh tee a ale eel inns | 10. 00 | 9 | 0 
0 


ARON; HID WUE) «bode ckcccncscnnddscesscdabetocsacues 3.00 | 








Assume further that company X has a loss from operations for the 
year 1962 of $25. This amount is carried back to 1959 and reduces the 
tax base under section 802(b) (1) and (2) to $35. The results for the 
years 1959 through the beginning of 1962 are as follows: 





$40.00} $40.00 |____. 





0 


Tax (sec. 802(b) (3) base) - .. PRCT yp a eee bodddeet 0 


Taxable investment income. -....----.. thhgonbdkecnbhin« $40.00; $40.00; $40.00 |--.......... 
Gain from operations.......-..-.-- ceteoonegbbenknnenanae’ 35. 00 | 60. 00 | I 
Tax base (sec. 802(b) (1) and (2))......---.-------.----- | 35. 00 | 50. 00 | Re tt ett 
Tax (sec. 802(b) (1) and (2) base) ........-.-.-.---------| 10. 50 | 15. 00 | DN rs 
Shareholders surplus account— | 
At beginning of year. --.......--.------------ abeweeill 0 24. 50 | 19. 50 $14. 50 
Added for year (without regard to election) ....-.-.- 24. 50 | 35. 00 nd 
Added by reason of election...............-.--- be 0 | 0 | 0 ite. e 
Subtracted (distributions) ...........----.-------- 0 | 40. 00 40. 00 
Policyholders surplus account— | 
At beginning of year. ..............5..-------.---- | 0 0 10. 00 | 20. 00 
Added for year ....-..--.---22.--cn0-n-eesce-oee-e- 0 10,00 | SD eee 
Subtracted (distribution) .............-.------.---- | 0 0 me? My 2 
Srtbtrtehsl (GATING) onsen ch scene dadmedoedntusaseo< | 0 | 0 | ete 8 ea 
Tax base (sec. 802(b)(3))_-- Te icdincaniee miaeninenal | 0 | 0 0 
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Under these circumstances company X is entitled to a refund for 
1959 of $7.50 ($4.50 under the sec. 802(b) (1) and (2) base, plus the 
$3 paid by reason of the election). 

Paragraph (2) of subsection (d) provides the general rule that in 
the case a company ceases to be a life insurance company (within the 
meaning of sec. 801) for any taxable year, the amount taken into 
account under section 802(b)(3) for the preceding year shall be in- 
creased by the entire balance remaining in the policyholders sur plus 
account as of the close of the preceding taxable year. This rule is 
subject to the exception provided in section 381(c¢) (22). 

Paragraph (3) of subsection (d) provides a special rule where a 
taxpayer makes any payment in discharge of its indebtedness, and 
such indebtedness is attributable to a distribution by the taxpayer 
to its shareholders after February 9, 1959. This paragraph provides 
that the amount of such payments shall be treated as a distribution 
in cash to the shareholders, both for purposes of section 815 (particu- 
larly, in determining whe ther such payment is to be treated as made 
from the shareholders surplus account, the policyholders surplus 
account, or other accounts) and section 802(b)(3). The paragraph 
applies, however, only to the extent that the distribution was treated 
as being out of accounts other than the shareholders and policyholders 
surplus accounts at the time of distribution. 

Paragraph (4) of subsection (d) provides a limitation on the amount 
that any life insurance company may accumulate in its policyholders 
surplus account. If the policyholders surplus account (computed at 
the end of the taxable year without regard to this paragraph) exceeds 
the greater of either (1) 25 percent of life insurance reserves (as deter- 
mined under sec. 801), or (2) 60 percent of the sum of the premiums 
for the taxable vear (as determined under sec. 809(c)(1)), then such 
excess shall be treated as a subtraction from the policyholders surplus 
account as of the end of such taxable year. The amount so sub- 
tracted (less the amount of tax imposed with respect to such amount 
by reason of sec. 802(b)(3)) shall be added to the shareholders surplus 
account as of the beginning of the succeeding taxable year 

(e) Special rule for certain mutualizations.—Subsection (e) refers to 
amounts distributed to shareholders in ac quisition of stock pursuant 
to a plan of mutualization of a life insurance company. A distribution 
is pursuant to a plan of mutualization only if the requirements of 
applicable law for the adoption of such plan (as, for example, approval 
by the requisite majority of the board of directors, shareholders, and 
policyholders) have been fulfilled. Paragraph (1) establishes a rule 
for allocating these distributions to various accounts that will operate 
in place of subsection (a). 

Under paras graph (1) any amount distributed to stockholders in 
acquisition of stock pursuant to a plan of mutualization is first to be 
treated as a return of paid-in capital and paid-in surplus to the extent 
thereof. This much of any distribution will not involve any tax to the 
insurance company. After this amount is distributed, further amounts 
distributed under the plan of mutualization will be allocated, as made, 
into two parts. One part (which may be called a distribution out of 
pre-1959 earnings) is to be treated as made out of accounts referred to 
in subsection (a) (3) and consequently this part of the distribution will 
not involve additional tax to the insurance company. The other part 
of the distribution (which may be called a distribution out of post- 
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1958 earnings) is to be treated under the rule provided in subsection 
(a), namely, first as being made out of the shareholders surplus account 
to the extent thereof, and then out of the policyholders surplus account 
to the extent thereof. 

Subparagraph (A) of paragraph (2) defines the allocation ratio for 
allocating distributions to the category of pre-1959 and post-1958 
earnings. The numerator of this ratio is the excess of the assets of 
the company (as defined in sec. 805(b)(6)) over the total liabilities 
(including reserves), both determined as of December 31, 1958. The 
denominator of this ratio is the amount described in the numerator 
plus the amounts (determined as of the beginning of the year of the 
distribution) in the shareholders surplus account and in the policy- 
holders surplus account. 

Subparagraph (B) of paragraph (2) deals with a situation where the 
taxpayer has been treated between 1958 and the year of the distribu- 
tion as having made a distribution out of accounts other than the share- 
holders surplus account and the policyholders surplus account. In 
all cases to which the allocation ratio applies, this will require sub- 
tracting from the numerator and the denominator the amount of the 
prior distributions (under the plan of mutualization or otherwise) 
which are treated as a return of paid-in capital and paid-in surplus or 
as out of the other accounts referred to in subsection (a)(3). 












































SuBPpART E—MIscELLANEOUS PROVISIONS 


SECTION 817. RULES RELATING TO CERTAIN CAPITAL GAINS 
AND LOSSES 





(a) Treatment of capital gains and losses, ete.—Subsection (a) of sec- 
tion 817 provides special rules for life insurance companies in the case 
of capital gains and losses and gains and losses on property used in 
the trade or business. 

With respect to property used in the trade or business and held for 
more than 6 months, section 1231 of the code provides, in general, 
that where the gains from the sale or exchange of such property exceed 
such losses, each gain and loss is treated as though it was from the sale 
or exchange of a long-term capital asset. Where the losses exceed the 
gains, then each gain or loss is considered as not being from the sale 
or exchange of a capital asset, with the result that ordinary gain or 
loss is realized. 

Subsection (a) modifies the above section 1231 by limiting the term 
‘property used in the trade or business’”’ to include only property 
used in carrying on an insurance business. Specifically, this sub- 
section provides that, for purposes of section 1231(a) (relating to 
property used in the trade or business and involuntary conversions), 
the term “property used in the trade or business”’ shall be treated as 
including only (1) “property used in carrying on an insurance busi- 
ness,’”’ of a character which is subject to the allowance for deprecia- 
tion provided in section 167, held for more than 6 months, and real 
property used in carrying on an insurance business, held for more than 
6 months, which is not described in section 1231(b)(1) (A) (relating 
to property includible in inventory), section 1231(b)(1)(B) (relating 
to property held for sale to customers), or section 1231(b)(1)(C) 
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(relating to a copyright, a literary, musical, or artistic composition, 
ete.); and (2) property described in section 1231(b)(2) (relating to 
timber and coal). 

This subsection further provides that, for purposes of section 
1221(2) (excluding certain property from the term “capital assets’’), 
the reference to property used in trade or business shall be treated 
as including only * ‘property used in carrying on an insurance business.” 

The term “property used in carrying on an insurance business” 
means (for purposes of applying both secs. 1231(a) and 1221(2)) only 
those assets used in the operation of the insurance trade or business. 
These assets include such items as the home office building, branch 
offices, office equipment, and furniture and fixtures. These assets do 
not include the so-called investment assets from which interest, rents, 
dividends, and royalties are derived. Thus, the gains or losses from 
the sale or exchange of depreciable assets attributable to any trade or 
business (other than an insurance business) carried on by the life 
insurance company, such as renting various pieces of real estate, or 
operating a radio station, a housing development, or a farm, will be 
treated as gains or losses from the sales or exchanges of capital assets 
rather than (if losses exceed gains) ordinary gains ‘and losses. 

(b) Gain on property held on December 31, ‘1958.—Subsection (b) of 
section 817, in effect, limits the amount of gain that is to be recognized 
on the sale or other disposition of certain property acquired ‘before 
December 31, 1958. This is accomplished specifically by treating the 
gain on the sale or disposition of such property as an amount (but not 
less than zero) equal to the amount by which the gain (determined 
without regard to this subsection) exceeds the difference between the 
fair market value on December 31, 1958, and the adjusted basis for 
determining gain as of such date (see discussion under sec. 3(d) of the 
bill, relating to adjustments to basis under sec. 1016(a) of the code). 
This limitation on the amount of gain recognized applies only if (1) 
the property was ac quired by a life insurance company before Decem- 
ber 31, 1958, (2) the fair market value of the property on December 
31, 1958, is greater than the adjusted basis for determining gain as of 
that dé ite, and (3) the taxpayer has been a life insurance company at 
all times on and after December 31, 1958, until the date of the sale or 
other disposition of the property. In the case of property having a 
substituted basis (within the meaning of sec. 1016(b)), the limitation 
on the gain recognized shall apply only if during the holding periods 
concerned the property or properties were held only by life insurance 
companies. For purposes of this subsection, the term “property” 
does not include insurance and annuity contracts (and contracts 
supplementary thereto) and property described in par. (1) of sec. 1221 
(relating to stock in trade or inventory-type property). 

(c) Limitation on capital loss carryovers.—Subsection (c) of section 
817 provides that a net capital loss for any taxable year beginning 
before January 1, 1959, shall not be taken into account. For any 
taxable year beginning ‘after December 31, 1958, the provisions of 
part II of subchapter P (relating to the treatment of capital losses) 
of the 1954 code will be applicable to life insurance companies for 
purposes of determining the tax imposed by section 802(a) (2) (relating 
to the tax in case of capital gains). 
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SECTION 818. ACCOUNTING PROVISIONS 


Method of accounting.—Subsection (a) of section 818 provides 
the general rule that all computations entering into the determination 
of taxes imposed by the new part I of subchapter L shall be made 
under an accrual method of accounting. This subsection further pro- 
vides that, to the extent permitted under regulations prescribed by 
the Secretary or his delegate, a life insurance company may determine 
its taxes under a combination of an accrual method of accounting 
with any other method permitted by chapter 1 (other than the « ash 
neces and disbursements method). For example, the Secretary or 
his delegate may determine that the use of the installment method 
for Reporting sales of realty and casual sales of personalty (see sec. 
453(b)) may, in combination with an accrual method of accounting, 
properly reflect life insurance company taxable income. ‘To the extent 
not inconsistent with the provision of the 1954 Code and an accrual 
method of accounting, all computations entering into the determina- 
tion of taxes imposed by the new part I shall be made in a manner 
consistent with the manner required for purposes of the annual state- 
ment approved by the National Association of Insurance Com- 
missioners. 

(6) Amortization of premium and accrual of discount. ~Paragraph 
(1) of subsection (b) of section 818, relating to the amortization of 
premium and accrual of discount on evidences of indebtedness, pro- 
vides, in substance, the same rule as in existing section 803(e) of the 
code, insofar as life insurance companies are concerned. However, 
special rules are provided in subparagraphs (A) and (B) of paragraph 
(2) with respect to the amortizable bond premium in the case of 
bonds acquired after December 31, 1957, and with respect to con- 
vertible earn of indebtedness whenever acquired. Under sub- 
paragraph (A), the provisions of section 171(b) are to be applied in 
determining the tote al amount of bond premium and in determining 
the amount of amortizable bond premium for any partic ul ar taxable 
year. The effect of this provision is to make the same rules (chiefly 
sec. 17i(b)(1)(B)(ii)) applicable to life insurance companies as were 
made applicable to other corporations by the amendments to section 
171(b) of the 1954 Code made by section 13 of the Technical Amend- 
ments Act of 1958. 

With respect to convertible evidences of indebtedness, subpara- 
graph (B) provides that the amount of premium shall in no case 
include any amount attributable to the conversion features of an 
evidence of indebtedness. This rule which applies to any convertible 
evidence of indebtedness is the same rule as is applied under section 
171(b) in the case of a convertible bond. This rule is to be applied 
without regard to the date that the evidence of indebtedness was 
acquired. 

(c) Life insurance reserves computed on preliminary term basis.— 
Subsection (c) of section 818 of the bill provides that where a company 
actually computes its life insurance reserves on one of the recognized 
preliminary term bases, it may elect to convert them to a net level 
premium basis in the computation of life insurance reserves for tax 
purposes. 

The reserves may be converted from a preliminary term basis to a 
net level premium basis for tax purposes by one of two methods. Para- 
graph (1) provides the so-called exact revaluation method. Under 
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this method, the life insurance company must compute the reserves for 
all such contracts on a net level premium basis, using the same mor- 
tality assumptions and interest rates for both ‘the preliminary term 
basis and the net level premium basis. Paragraph (2) provides an 
approximate revaluation method. Under this method, with respect 
to contracts for which reserves are computed under the preliminary 
term basis, the reserves are increased by the sum of (A) $21 per $1,000 
of insurance in force (other than term insurance), less 2.1 percent of 
reserves therefor, and (B) $5 per $1,000 of term insurance in force 
under sentedets which at the time of issuance cover a period of more 
than 15 years, less 0.5 percent of reserves therefor. 

If the taxpayer elects one of the two methods provided in this sub- 
section, all contracts for which life insurance reserves are computed 
on a preliminary term basis must be so converted. Whichever basis 
(i.e., the exact revaluation or the approximate revaluation) is adopted 
for tax purposes must be adhered to in making the computations under 
this part (other than for purposes of the definition of a life insurance 
company as determined under sec. 801) for the taxable year of elec- 
tion and all subsequent taxable years, unless a change in the basis of 
computing such reserves is approved by the Secretary or his delegate. 

(d) Short taxable years.—Subsection (d) of section 818 provides that 
if any return of a corporation made under part I is for a period of less 
than the entire calendar year, then section 443 (relating to returns for 
a period of less than 12 months) shall not apply in respect of the short 
period. 

Where a life insurance company has a short period, the bill provides 
the following rules for determining the life insurance company taxable 
income for such short period: 

(1) First, the taxable investment income (as defined in sec. 804) 
and the gain or loss from operations (as defined in sec. 809) shall be 
determined, under regulations prescribed by the Secretary or his 
delegate, on an annual basis by a ratable daily projection of the 
appropriate figures for the short period, using techniques similar to 
— illustrated in the discussion of section 805(b)(7). 

) Then, the portion of the life insurance company taxable income 
auaead in paragraphs (1) and (2) of section 802(b) (pertaining to 
taxable investment income and gain or loss from operations) shall be 
dete meen on an annual basis by treating the amounts so determined 
under (1), above, as being the taxable investment income and the 
gain or loss from operations for the taxable year. 

(3) Finally, the portion of the life insurance company taxable 
income described in paragraphs (1) and (2) of section 802(b) for the 
short period shall be an amount which bears the same ratio to the 
amount ascertained under (2), above, as the number of days in the 
short period bears to the number of days i in the entire calendar year. 

(e) Transitional rule for changes in method of accounting. —Subsection 
(e) of section 818 of the new part | provides transitional rules appli- 
cable with respect to changes in method of accounting. 

Paragraph (1) of section 818(e) provides that if the method of 
accounting required to be used in computing the taxpayer’s taxes for 
the taxable year 1958 under the new part I is different from the 
method used in computing its taxes for 1957 under the old part I, 
then there shall be ascertained the net amount of those adjustments 
which are determined (as of the close of 1957) to be necessary solely 
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by reason of the change to the method required by section 818(a) 
in order to prevent amounts from being duplicated or omitted. The 
term “net amount of those adjustments” means the consolidation of 
adjustments (whether the amounts thereof represent increases or de- 
creases in items of income or deductions) arising with respect to bal- 
ances in the various accounts, on December 31, 1957. This subsection 
further provides that the amount of the taxpayer’s tax for 1957 shall 
be recomputed (under the law applicable to 1957) taking into account 
an amount equal to one-tenth of the “net amount of those adjust- 
ments.”’ The amount of increase or decrease in tax (as the case may 
be) referred to in paragraph (2) or (3) (explained below) is the amount 
of the increase or decrease ascertained under the preceding sentence, 
multiplied by 10. 

Paragraph (2) of section 818(e) of the new part I provides that if 
the recomputation under paragraph (1) aballin in a decrease, the 
amount thereof is to be a decrease in the tax imposed for 1957; ex- 
cept that for purposes of computing the period of limitation on the 
making of refunds or the allowance of credits with respect to such 
overpayment, the amount of such decrease is to be treated as an over- 
payment of tax for 1959. No interest is to be allowed, for any period 
before March 16, 1960, on any overpayment of the tax imposed for 
1957 which is attributable to such decrease. 

Paragraph (3) provides that for purposes of subtitle F (other than 
secs. 6016 and 6655 relating to declarations of estimated income tax 
by corporations and failure by corporations to pay estimated income 
tax), if the recomputation under paragraph (1) results in an increase, 
the amount thereof is to be treated as a tax imposed by this subsec- 
tion for 1959. Such tax is to be payable in 10 equal annual install- 
ments, beginning with March 15, 1960. 

(f) Denial of double deduction.—Subsection (f) of section 818 pro- 
vides that nothing in the new part I shall permit the same item to be 
deducted more than once in determining taxable investment income 
(under subpt. B) and more than once in determining gain or loss from 
operations (under subpt. C). This subsection is, in substance, the 
same as existing section 817 of the code. 


SECTION 819. FOREIGN LIFE INSURANCE COMPANIES 


(a) Carrying on U.S. insurance business.—Subsection (a) of section 
819 provides that a foreign life insurance company carrying on life 
insurance business within the United States (if with respect to its 
U.S. business it would qualify as a life insurance company under sec. 
801) is to be taxable on its U.S. business in the same manner as a 
domestic life insurance company. Except as provided in subsection 
(b) of this section and section 818(a), the determinations necessary 
for purposes of subtitle A shall be made on the basis of the annual 
statement for the taxable year of the U.S. business of such company 
on the form approved by the National Association of Insurance 
Commissioners. 

(b) Adjustment where surplus held in United States is less than 
specified minimum.—Subsection (b) of section 819 provides a special 
rule where the surplus of a foreign life insurance company which is 
held in the United States is less than the minimum figure (an amount 
which the average domestic life insurance company would have 
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maintained with respect to its total insurance liabilities). In such 
a case, where the surplus held in the United States is less than this 
minimum figure, this subsection provides that the policy and other 
contract liability deduction (for purposes of determining taxable 
investment income) and the total of the amounts otherwise ‘allowable 
as deductions under section 809 (for purposes of determining gain or 
loss from operations) shall each be reduced. The amount of the 
reduction is determined by multiplying the excess of the minimum 
figure over the surplus he id in the United States by the company 3 
investment yield rate, as determined under section 805(c)(1). The 
policy and other contract liability deduction allowable das section 
805 and the total of the amounts allowable as deductions under section 
809 shall first be determined without regard to this subsection. 

The ‘minimum figure,’ in the case of a taxable year beginning 
after December 31, 1957, but before January 1, 1959, is the amount 
obtained by multiplying the company’s total insurance liabilities on 
U.S. business by 9 percent. In the case of any taxable year begin- 
ning after December 31, 1958, the “minimum figure” will be obtained 
by “multiplying the company’s total insurance liabilities on U.S: 
business for such year by a percentage to be determined and pro- 
claimed by the Secretary or his delegate as being applicable to such 
year. This percentage is to be based on such data with respect to 
domestic life insurance companies for the preceding taxable year 
as the Secretary of the Treasury or his delegate considers representa- 
tive. This percentage will be computed by the use of the following 
ratio: 

assets minus total insurance liabilities 
total insurance liabilities. 





For purposes of this subsection, certain terms are specifically defined 
as follows: (1) the ‘surplus he ld in the United States” is the excess 
of the assets held in the United States over the total insurance liabilities 
on U.S. business; and (2) ‘‘total insurance liabilities’? means the sum 
of the total reserves, as defined in section 801(c) plus (to the extent 
not included in total reserves) the items rotered to in paragraphs 
(3), (4), and (5) of section 810(c). The definition of the term ‘‘assets’” 
contained in section 805(b)(6) applies to such term when used in this 
subsection. The investment yield rate of a foreign life insurance 
company is to be determined by reference to assets held in the 
United States. 

The application of this subsection may be illustrated by the follow- 
ing example. Assume for the taxable year 1958, X corporation, a 
foreign life insurance company, has total insurance liabilities on U.S. 
business of $11,500, assets held in the United States of $12,000, a 
policy and other contract liability deduction (determined under sec. 
805 and without regard to sec. 819(b)) of $360, a total allowable deduc- 
tion under section 80% (determined without regard to sec. 819(b)) of 
$450, and an investment yield rate of 4 percent. In order to deter- 
mine whether section 819(b) is applicable for the taxable year 1958, the 
company must first compute its “minimum figure.” If ‘the minimum 
figure is less than the surplus held in the United States, section 819(b) 
does not apply. However, in this case, the minimum figure i is $1,035 
($11,500 the total insurance liabilities on U.S. business, multiplied by 
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9 percent, the percentage applicable for the year 1958). Since this 
minimum figure, $1,035, exceeds the surplus held in the United States, 
$500 (the difference between the assets held in the United States, 
$12,000, and the total insurance liabilities on U.S. business of $11,500) 
by $535, section 819(b) applies for the taxable year. Therefore the 
deductions otherwise allowable under sections 805 and 809 must each 
be reduced by $21.40 ($535, the amount of the excess, multiplied by 
4 percent, the acmaiane yield rate). The policy and other contract 
liability deduction is now reduced to $338.60 ($360 minus $21.40) and 
the total of the amounts allowable as deductions under section 809 is 
now reduced to $428.60 ($450 minus $21.40). 

(c) Distributions to shareholders.—Subsection (c) of section 819 
provides a rule for determining, in the case of a foreign life insurance 
company, the amount of distributions to shareholders for purposes of 
section 815 (relating to distributions to shareholders) and section 
802(b)(3) (relating to life insurance company taxable income). The 
rule stated in the bill ms iv be expressed as follows: 

The amount of the distributions to shareholders is the amount 
determined by dividing— 

(1) the product obtained by multiplying the minimum 
figure for the taxable year by the total amount of the distributions 
to shareholders, by 

(2) the assets of the company minus the total insurance 
liabilities. 

For purposes of this subsection, the ‘minimum figure for the taxable 
year” is determined in accordance with section | 819(b)(2)(A); the 
“total amount of the distributions to shareholders”? means all distri- 
butions (within the meaning of this term in sec. 815) by the foreign 
life insurance company to all of its shareholders whether or not in the 
United States; the ‘‘assets of the company” means all of the assets 
(as defined in sec. 805(b)(6)) of the company whether or not in the 
United States; and the term ‘total insurance liabilities’”’ means the 
total insurance liabilities (as defined in sec. 819(b)(2)) of the company 
on all of its business whether or not in the United States. Once the 
amount of ‘distributions to shareholders” is determined under the 
above formula, the rules of section 815 will apply to the shareholders 
surplus account and the policyholder’s surplus account of the stock 
foreign life insurance company in the same manner as they would 
apply to a domestic stock life insurance company. 

(d) No U.S. insurance business.—Subsection (d) of section 819 is 
identical with section 816(b) of existing law. 


SECTION 3. TECHNICAL AMENDMENTS AND PROVISIONS 


This section makes certain technical changes to provisions of the 
Internal Revenue Code of 1954 outside of part I of subchapter L to 
conform those provisions to the changes in subchapter L made by 
sections 2 and 3 of the bill. 

(a) Credit and exclusion for dividends received by individuals from 
life insurance companies.—Subsection (a) of this section amends sec- 
tion 34(c) of the code (relating to denial of credit for dividends re- 
ceived by individuals) and section 116(b) of the 1954 Code (relating 
to denial of exclusion for certain dividends) so as to allow the credit 
and exclusion with respect to dividends paid by life insurance com- 
panies. These amendments are to apply only to dividends received 
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from life insurance companies after December 31, 1958, in taxable 
years ending after such date. 

(b) Credit for foreign taxes —Subsection (b) of this section amends 
section 841 of the 1954 Code (providing for the allowance to an in- 
surance company of the foreign tax credit provided in sec. 901) so as 
to define the term ‘‘taxable income,” as used in section 904, to mean 
the life insurance company taxable income as defined in section 802(b). 

(c) Carryovers.—Subsection (c) of this section amends section 381 (c) 
of the 1954 Code (relating to items of distributor or transferor cor- 
porations taken into account) by adding a new paragraph thereto. 
For a discussion of the application of this provision, see item 10 of 
the special provisions discussed under the general explanation of the 
bill. 

(d) Adjustments to basis.—Paragraph (1) of subsection (d) of this 
section amends section 1016 of the code (relating to adjustments to 
basis) to provide, in effect, that any exhaustion, wear and tear, 
obsolescence, amortization, and depletion, to the extent sustained 
(and to the extent sec. 1016(a)(2) does not apply) on property held 
by a life insurance company since February 28, 1913, and before 
January 1, 1958, must be taken into account in determining the 
adjusted basis of such property. 

Paragraph (2) of subsection (d) of this section amends section 
1016 of the code (relating to adjustments to basis) to provide that the 
basis of any evidence of indebtedness referred to in section 818(b) 
(relating to amortization of premium and accrual of discount in the 
case of life insurance companies) shall be properly adjusted, for the 
taxable year and all prior taxable years, to the extent of the adjust- 
ments required under section 818(b) (or the corresponding provisions 
of prior income tax laws). 

(e) Bonds and other evidences of indebtedness —Subsection (e) of 
section 3 of the bill amends section 1232(a)(2)(C) of the 1954 Code 
(relating to the taxation of bonds and other evidences of indebted- 
ness) to make it clear that amounts includible in income under sec- 
tion 818(b) of the new part 1 of subchapter L are not required to be 
again included in income under section 1232. 

(f) Conforming changes in cross references.—Subsection (f) of this 
section eliminates the cross references to section 811 presently con- 
tained in sections 842, 891, and 1504(b)(2), of the 1954 Code. Section 
811 (the imposition of tax under the 1942 formula) has no counterpart 
in the new part I. Section 1201 of the 1954 Code is amended by 
adding a new subsection (c), which contains a cross-reference to 
section 802(a)(2), relating to the tax on capital gains in case of lite 
insurance companies. 

(g) Estimated tax for 1958.—Subsection (g) of this section provides 
that any life insurance company subject to tax under section 811 of 
the 1954 Code (as such section was in effect before the enactment of 
this bill) shall not be subject to the provision of section 6655 (relating 
to failure by corporations to pay estimated tax) for a taxable year 
beginning in 1958. 


SECTION 4. EFFECTIVE DATE 


Section 4 provides that the amendments made by the bill, except as 
otherwise provided, shall apply only to taxable years beginning after 
December 31, 1957. 
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Vv. CHANGES IN EXISTING LAW 


In compliance with clause 3 of rule XIII of the Rules of the House 
of Representatives, changes in existing law made by the bill, as intro- 
duced, are shown as follows (existing law proposed to be omitted is 
enclosed in black brackets, new matter is printed in italics, existing 
law in which no change is proposed is shown in roman): 


INTERNAL REVENUE CODE OF 1954 


SEC. 34. DIVIDENDS RECEIVED BY INDIVIDUALS. 

(a) GENERAL Rute.—Effective with respect to taxable years end- 
ing after July 31, 1954, there shall be allowed to an individual, as a 
credit against the tax imposed by this subtitle for the taxable year, 
an amount equal to 4 percent of the dividends which are received 
after July 31, 1954, from domestic corporations and are included in 
gross income. 

(b) Limitation on Amount oF Crepit.—The credit allowed by 
subsection (a) shall not exceed whichever of the following is the 
lesser: 

(1) the amount of the tax imposed by this chapter for the 
taxable year, reduced by the credit allowable under section 33 
(relating to foreign tax credit); or 

(2) the following percent of the taxable income for the taxable 
year: 

(A) 2 percent, in the case of a taxable year ending before 
January 1, 1955. 

(B) 4 percent, in the case of a taxable year ending after 
December 31, 1954. 

(c) No Crepit ALLOWED FoR DivipENps From CeErtTAInN Cor- 
PORATIONS.—Subsection (a) shall not apply to any dividend from— 

[(1) an insurance company subject to a tax imposed by part I 
or II of subchapter L (sec. 801 and following) ;J 

ee (1) a ey gn organized under the China Trade Act, 

922 (see sec. 941); 

“EQ (2) a corpor ation which, for the taxable year of the cor- 
poration in whicn the distribution is made, or for the next preced- 
ing taxable year of the corporation, is— 

(A) a corporation exempt from tax under section 501 
(relating to certain charitable, etc., organizations) or section 
521 (relating to farmers’ cooperative associations) ; o1 

(B) a corporation to which section 931 (relating to income 
from sources within possessions of the United States) applies. 


* x * * * * %* 
SEC. 116. PARTIAL EXCLUSION OF DIVIDENDS RECEIVED BY INDI- 
VIDUALS. 


(a) Excituston From Gross Inc OMe, Effective with respect to 
any taxable year ending after July 31, 1954, gross income does not 
include amounts receiv ed by an indiv ‘dal as dividends from domestic 
corporations, to the extent that the dividends do not exceed $50. 
If the dividends received in a taxable year exceed $50, the exclusion 
provided by the preceding sentence shall apply to the dividends first 
received in such year. 
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Subsection (a) shall not 





(b) Certain DivipeENps Exc.LupDEb. 
apply to any dividend from— 
[(1) an insurance company subject to a tax imposed by part I 
or II of subchapter L (sec. 801 and following) ;} 
[(2)](/) a corporation organized under the China Trade Act, 
1922 (see sec. 941); or 
[(3)](2) a corporation which, for the taxable year of the cor- 
poration in which the distribution is made, or for the next preced- 
ing taxable year of the corporation, is— 
(A) a corporation exempt from tax under section 501 (re- 
lating to certain charitable, etc., organizations) or section 521 
(relating to farmers’ cooperative associations) ; or 
(B) a corporation to which section 931 (relating to income 
from sources within possessions of the United States) applies, 
* * * * * * ¥ 


PART V—CARRYOVERS 


Sec. 381. Carryovers in certain corporate acquisitions. 
Sec. 382. Special limitations on net operating loss carryovers. 
SEC. 381. CARRYOVERS IN CERTAIN CORPORATE ACQUISITIONS. 

(a) GENERAL Rute.—In the case of the acquisition of assets of a 
corporation by another corporation— 

(1) in a distribution to such other corporation to which section 
332 (relating to liquidations of subsidiaries) applies, except in a 
case in which the basis of the assets distributed is determined 
under section 334(b) (2); or 

(2) in a transfer to which section 361 (relating to nonrecogni- 
tion of gain or loss to corporations) applies, but only if the transfer 
is in connection with a reorganization described in subparagraph 
(A), (C), (D) (but only if the requirements of subparagraphs (A) 
and (B) of section 354(b)(1) are met), or (F) of section 368(a)(1), 

the acquiring corporation shall succeed to and take into account, as of 
the close of the day of distribution or transfer, the items described in 
subsection (c) of the distributor or transferor corporation, subject to 
the conditions and limitations specified in subsections (b) and (c). 

(b) Oppratine Rutes.—Except in the case of an acquisition in 
connection with a reorganization described in subparagraph (F) of 
section 368(a)(1)— 

(1) The taxable year of the distributor or transferor corporation 
shall end on the date of distribution or transfer. 

(2) For purposes of this section, the date of distribution or 
transfer shall be the day on which the distribution or transfer is 
completed; except that, under regulations prescribed by the 
Secretary or his delegate, the date'when substantially all of the 
property has been distributed or transferred may be used if the 
distributor or transferor corporation ceases all operations, other 
than liquidating activities, after such date. 

(3) The corporation acquiring property in a distribution or 
transfer described in subsection (a) shall not be entitled to carry 
back a net operating loss for a taxable year ending after the date 
of distribution or transfer to a taxable year of the distributor or 
transferor corporation. 
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(c) IreMs oF THE DistRIBUTOR OR TRANSFEROR CORPORATION.— 
The items referred to in subsection (a) are: 
(1) NET OPERATING LOSS CARRYOVERS.—* * * 
(2) EARNINGS AND PROFITs.—* * * 
(3) CAPITAL LOSS CARRYOVER.—* * * 
(4) MerHop OF ACCOUNTING.—* * * 
* * * . ok * 7 


(22) Successor LIFE INSURANCE comMPANY.—If the acquiring 
corporation is a iife insurance company (as defined in section 
801(a)), there shall be taken into account (to the extent proper to carry 
out the purposes of this section and part I of subchapter L, and 
under such regulations as may be prescribed by the Secretary or his 


part I of subchapter L (relating to life insurance companies) in 
respect of the distributor or transferor corporation. 
(d) Operations Loss Carrypacks AND Carryovers or LIFE 
Insurance CoMPANIES.— 
For application of this part to operations loss carrybacks and 
carryovers of life insurance companies, see section 812(e). 
*< * * * * * 


[PART I—LIFE INSURANCE COMPANIES 


[Subpart A. 1955 formula. 
{Subpart B. 1942 formula. 
[Subpart C. Miscellaneous provisions. 


[Subpart A—1955 Formula 


[Sec. 801. Definition of life insurance company. 
[Sec. 802. Tax imposed for 1955. 
5 ec. 803. Income and deductions. 
[Sec. 804. Reserve and other policy liability deduction. 
Sec. 805. Special interest deduction. 


[LSEC. 801. DEFINITION OF LIFE INSURANCE COMPANY. 

[(a) Lire Insurance Company Derinep.—F or purposes of this 
subtitle, the term “life insurance company” means an insurance com- 
pany w hich is engaged in the business of issuing life insurance and 
annuity contracts (either separately or combined with health and 
accident insurance), or noncancellable contracts of health and accident 
insurance, if— 

[(1) its life insurance reserves (as defined in subsection (b)), 
plus 
(2) unearned premiums and unpaid losses on noncancellable 
life, health, or accident policies not included in life insurance 
reserves, 
comprise more than 50 percent of its total reserves (as defined in 
subsection (c)). 
[(b) Lire Insurance Reserves Derinep.— 
[(1) In GENERAL. —For purposes of this part, the term “‘ife 
insurance reserves’? means amounts— 
[(A) which are computed or estimated on the basis of 
recognized mortality or morbidity tables and assumed rates 
of interest, and 
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[(B) which are set aside to mature or liquidate, either by 
ayment or reinsurance, future unaccrued claims arising from 
fife i insurance, annuity, and noncancellable health and acci- 
dent insurance contracts (including life insurance or annuity 
contracts combined with noncancellable health and accident 
insurance) involving, at the time with respect to which the 
reserve is computed, life, health, or accident contingencies. 

[(2) Reserves MUST BE REQUIRED BY LAW.—Except— 

[(A) in the case of policies covering life, health, and acci- 
dent insurance combined in one policy issued on the weekly 
premium payment plan, continuing for life and not subject to 
cancellation, and 

[(B) as provided in paragraph (3), 

in addition to the requirements set forth in paragraph (1), life 
insurance reserves must be required by law. 

[(3) AssEssMENT COMPANIES.—In ‘the case of an assessment 
life insurance company or association, the term “life insurance 
reserves”’ includes 

[(A) sums actually deposited by such company or associa- 
tion with State or Territorial officers pursuant to law as 
guaranty or reserve funds, and 

[(B) any funds maintained, under the charter or articles 
of incorporation or association (or bylaws approved by a 
State insurance commissioner) of such company or associa- 
tion, exclusively for the payment of claims arising under 

certificates of membership or policies issued on the assess- 
ment plan and not subject to any other use. 

[(4) Amount oF RESERVE.—For purposes of this subsection, 
subsection (a), and subsection (c), the amount of any reserve 
(or portion thereof) for any taxable year shall be the mean of 
such reserve (or portion thereof) at the beginning and end of 
the taxable year. 

[(c) Toran Reserv ES Derinep.—For purposes of subsection (a), 
the term ‘‘total reserves’? means 

[(1) life insurance reserves, 

[(2) unearned premiums and unpaid losses not included in 
life insurance reserves, and 

[(3) all other insurance reserves required law. 

[(d) ApsusTMENTs IN RESERVES FOR P 
only of determining under subsection (a) whether or not an insurance 
company is a life insurance company, the life insurance reserves, and 
the total reserves, shall each be reduced by an amount equal to the 
mean of the aggregates, at the beginning and end of the taxable year, 
of the policy loans outstanding with respect to contracts for w hich 
life insurance reserves are maintained. 

[(e) Burtat anp Funrerat Benerit INsuRANCE CoMPANIES.—A 
burial or funeral benefit insurance company: engaged directly in the 
manufacture of funeral supplies or the performance of funeral services 
shall not be taxable under this part but shall be taxable under section 
821 or section 831. 


[SEC. 802. TAX IMPOSED. 
[(a) Tax Imposrep.—A tax is hereby imposed for each taxable year 
beginning after December 31, 1954, and before January 1, 1958, on 
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the income of every life insurance company. Except as provided in 
subsection (c), such tax shall consist of a normal tax (computed under 
section 11(b)) and a surtax (computed under section 11(c)) on the 
sum of— 

[[(1) the life insurance taxable income (as defined in subsection 
(b)), plus 

[(2) the non-life insurance taxable income (as defined in sub- 
section (f)). 

([(b) Lire Insurance Taxasie INcomE Durinep.—For purposes 
of -this subpart, the term “life insurance taxable income’’ means the 
net investment income (as defined in section 803 (c)), minus the sum 
of— 

[(1) the net investment income allocable to non-life insurance 
reserves (determined under section 804(d)), 

[(2) the reserve and other policy liability deduction (deter- 
mined under section 804), and 

[(3) the special interest deduction, if any, allowed by section 
805. 

[(c) Auvrernative Tax IN THE Case oF Companies Havine Non- 
Lire INsurANCE RESERVES.— 

[(1) In cenerat.—In the case of a life insurance company 
which has non-life insurance reserves, the tax imposed by subsec- 
tion (a) of this section for any taxable year beginning after Decem- 
ber 31, 1954, and before January 1, 1958, shall be the tax com- 
puted under such subsection (or under section 1201(a) if appli- 
cable) or the tax computed under paragraph (2) of this subsec- 
tion, whichever is the greater. 

([(2) ALTERNATIVE I PERCENT TAX ON NON-LIFE INSURANCE 
BUSINESS.—The tax referred to in paragraph (1) is a tax equal 
to the sum of the following: 

[(A) A partial tax consisting of a normal tax (computed 
under section 11(b)) and a surtax (computed under section 
11(c)) on the life insurance taxable income. 

[(B) A partial tax consisting of— 

[(i) 1 percent of the amount which bears the same 
ratio to the gross investment income (reduced by the 
deduction for wholly-exempt interest allowed by section 
803(c)(1)) as the non-life insurance reserves bear to 
the qualified reserves (determined under section 804(c)), 
plus 

[(ii) 1 percent of the excess of the amount by which 
the net premiums on contracts meeting the requirements 
of section 804(d)(2)(A) exceed the dividends to policy- 
holders on such contracts. For purposes of this clause, 
net premiums, and dividends to policyholders, shall be 
computed in the manner provided in section 823. 

[(d) Depvuctions ror Partiatyty Tax-Exempt INTEREST.— 

[(1) CompuTaTIONS UNDER SUBSECTION (a).—For purposes of 
computing the normal tax under subsection (a), there shall be 
allowed as a deduction an amount which bears the same ratio 
to the amount of the deduction provided by section 242 for par- 
tially tax-exempt interest as (A) the sum of the life insurance 
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taxable income and the net investment income allocable to non- 
life insurance reserves bears to (B) the net investment income 

[(2) CompuTATIONS UNDER SUBSECTION (c)(2)(A).—In com- 
puting the normal tax for purposes of subsection (c)(2)(A), there 
shall be allowed as a deduction an amount which bears the same 
ratio to the amount of the deduction provided by section 242 
for partially tax-exempt interest as (A) the life insurance taxable 
income bears to (B) the net investment income. 

[(e) Avrernative Tax on Capirat Garns.—In the case of a life 
insurance company which has non-life insurance reserves, the term 
“excess’’ used in section 1201(a) (relating to alternative tax on capital 
gains of corporations) means, for purposes of section 1201(a), an 
amount which bears the same ratio to the excess described in such 
section as the non-life insurance reserves (determined under section 
804(d)) bear to the qualified reserves (determined under section 
804(c)). For purposes of any such computation, a net capital loss 
for any taxable year beginning before January 1, 1955, shall not be 
taken into account. 

[(f) Non-Lire Insurance TaxaBie [NcomE Derinep.—For pur- 
poses of this subpart, the term ‘‘non-life insurance taxable income”’ 
means the net investment income allocable to non-life insurance 
reserves (determined under section 804(d))— 

[(1) increased by an amount which bears the same ratio to 
the net capital gain as the non-life insurance reserves bear to 
the qualified reserves; and 

[(2) decreased by an amount which bears the same ratio to the 
total of the deductions provided in sections 243, 244, and 245 as 
the non-life insurance reserves bear to the qualified reserves. 

In computing a net capital gain for purposes of paragraph (1) of this 
subsection, a net capital loss for any taxable year beginning before 
January 1, 1955, shall not be taken into account. 


[SEC. 803. INCOME AND DEDUCTIONS. 
[(a) AppLicaTion or Section.—The definitions and rules contained 
in this section shall apply only in the case of life insurance companies. 
[(b) Gross Investment INcome.—For purposes of this part, the 
term “gross investment income” means the sum of the following: 
(1) The gross amount of income received or accrued from— 

(A) interest, dividends, rents, and royalties, 

(B) the entering into of any lease, mortgage, or other 
instrument or agreement from which the life insurance com- 
pany derives interest, rents, or royalties, and 

[(C) the alteration or termination of any instrument or 
agreement described in subparagraph (B). 

[(2) The gross income from any trade or business (other than 
an insurance business) carried on by the life insurance company, 
or by a partnership of which the life insurance company is a 
partner. In computing gross income under this paragraph, there 

shall be excluded any item described in paragraph (1). 
In computing gross investment income under this subsection, there 
shall be excluded any gain from the sale or exchange of a capital asset, 
and any gain considered as gain from the sale or exchange of a capital 
asset. 































[(c) Ner Investment Income Derinep.—The term 
ment income”? means the gross investment income less the following 


deductions: 


”? 


[(1) Tax-PREE INTEREST. 


excluded from gross income. 

[(2) INVESTMENT EXPENSES.— 
[(A) Investment expenses paid or accrued during the 
taxable year. 
[(B) If any general expenses are in part assigned to or 


included in the investment expenses, 


under this paragraph shall not exceed 

[(i) one-fourth of 1 percent of the mean of the book 
value of the invested assets held at the beginning and 
end of the taxable year, plus 

[(ii) one-fourth of the amount by which the net 
investment income (computed without any deduction 
for investment expenses allowed by this paragraph, or 
for tax-free interest allowed by paragraph (1)) exceeds 
3% percent of the book value of the mean of the invested 
assets held at the beginning and end of the taxable year. 

[(3) Rea. esTATE EXPENSES.—Taxes (as provided in section 
164), and other expenses, paid or accrued during the taxable year 
exclusively on or with respect to the real estate owned by the 


company. 
























ot LIFE INSURANCE COMPANY INCOME TAX ACT OF 1959 


‘net invest- 


‘The amount of interest received or 


accrued during the taxable year which under section 103 is 


the total deduction 


No deduction shall be allowed under this paragraph 


for any amount paid out for new buildings, or for permanent 
improvements or betterments made to increase the value of any 
property. 
[(4) Depreciation.—The depreciation deduction allowed by 
section 167. 
[(5) Deptetion.—The deduction allowed by section 611 
(relating to depletion). 
TRADE OR RUSINESS DEDUCTIONS.—The deductions al- 
lowed by this subtitle (without regard to this part) which are 
attributable to any trade or business (other than an insurance 
business) carried on by the life insurance company, or by a 
partnership of which the life insurance company is a partner; 
except that for purposes of this paragraph— 


[(6) 


section 172, 


[(A) There shall be excluded losses from— 
[(i) sales or exchanges of capital assets, 


[(ii) sales or exchanges of property used in the trade 
or business (as defined in section 1231(b)), and 
[ (iii) the compulsory or involuntary conversion (as a 


result of destruction, 


in 


whole or 


in part, 


theft or 


seizure, or an exercise of the power of requisition or 

condemnation or the threat or imminence thereof) of 

property used in the trade or business (as so defined). 
[(B) Any item, to the extent attributable to the carrying 
on of the insurance business, shall not be taken into account. 
[(C) The deduction for net operating losses provided in 


and the special deductions for corporations pro- 


vided in part VIII of subchapter B, shall not be allowed. 
[(d) Renrau VAuvue or Rear Estatre.—The deduction under sub- 


section (c) (3) and (4) on account of any real estate owned and occu- 
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pied in whole or in part by a life insurance company shall be limited 
to an amount which bears the same ratio to such deduction (computed 
without regard to this subsection) as the rental value of the space not 
so occupied bears to the rental value of the entire property. 

[(e) AmMorTIzATION OF PREMIUM AND AccrRUAL oF Discount.—The 
gross investment income, the deduction for wholly-exempt interest 
allowed by subsection (c)(1), and the deduction allowed by section 
242 (relating to partially tax-exempt interest) shall each be decreased 
to reflect the appropriate amortization of premium and increased 
to reflect the appropriate accrual of discount attributable to the taxable 
year on bonds, notes, debentures, or other evidences of indebtedness 
held by a life insurance company. Such amortization and accrual 
shall be determined— 

[(1) in accordance with the method regularly employed by such 
company, if such method is reasonable, and 

[ (2) in all other cases, in accordance with regulations prescribed 
by the Secretary or his delegate. 

[SEC. 804. RESERVE AND OTHER POLICY LIABILITY DEDUCTION. 

[(a) GeneraL Ruie.—Except as provided in subsection (b), for 
purposes of this subpart the term ‘reserve and other policy liability 
deduction” means the sum of the amounts determined by applying the 
following percentages to the excess of the net investment income over 
the net investment income allocable to non-life insurance reserves 
(determined under subsection (d)): 

[(1) 87.5 percent of so much of such excess as does not exceed 
$1,000,000; and 

[(2) 85 percent of so much of such excess as exceeds $1,000,000. 

[(b) Maximum Depvuction.— 

[(1) In Generat.—The reserve and other policy liability deduc- 
tion shall in no case exceed that amount which is equal to the sum 
of the following: 

[(A) the amount equal to 2 times the amount determined 
under paragraph (1) of section 805(c) (relating to required 
interest on life insurance reserves) ; 

[(B) the amount determined under paragraph (2) of sec- 
tion 805(c) (relating to required interest on reserves for 
deferred dividends) ; 

[(C) the amount of the interest paid (as defined in section 
805(d)); 

[(D) the dividends to policyholders paid or declared (other 
than dividends on contracts meeting the requirements of 
subsection (d)(2)(A)); and , 

[(E) in the case of a mutual assessment life insurance com- 
pany or association, the amount equal to 2 times whichever 
of the following is the lesser: (i) the amount of the net invest- 
ment income on life insurance reserves described in subpara- 
graph (A) or (B) of section 801(b)(3), or (ii) 3 percent of 
the life insurance reserves so described, 

reduced by the amount of the adjustment for policy loans pro- 
vided in paragraph (2) of this subsection. For purposes of sub- 
paragraph (D) of the preceding sentence, the term “paid or 
declared” shall be construed according to the method of account- 
ing regularly employed in keeping the books of the insurance 
company. 
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([(2) Repuction FoR CERTAIN POLICY LOANS.—The adjustment 
described in paragraph (1) of this subsection shall be an amount 
equal to— 

[(A) the mean of the aggregates, at the beginning and end 
of the taxable year, of the outstanding policy loans with 
respect to contracts for which life insurance reserves are 
maintained, multiplied by 

[(3) the average rate of interest applicable to life insur- 
ance reserves. 

For purposes of subparagraph (B) of the preceding sentence, the 
term “average rate of interest applicable to life insurance re- 
serves’ means the ratio obtained by dividing the sum obtained 
under paragraph (1) of section 805(c) by the sum obtained under 
paragraph (1)(B) of section 805(c). 

[(3) DivipENDs RECEIVED DEDUCTION WHERE MAXIMUM LIMIT 
APPLIES.— 

[(A) If paragraph (1) of this subsection reduces the 
reserve and other policy liability deduction allowed by this 
section or section 812 for the taxable year, then in computing 
life insurance taxable income under section 802(b), and in 
computing life insurance company taxable income under 
section 811(b), there shall be allowed an additional deduction 
in an amount determined under subparagraph (B). 

[(B) The amount of the additional deduction referred to 
in subparagraph (A) shall be the amount which bears the 
same ratio to the total of the deductions provided in sections 
243, 244, and 245 as the net investment income reduced by 
the sum of— 

[(i) the net investment income allocable to non-life 
insurance reserves (or, for purposes of section 811(b), 
the amount of the adjustment for certain reserves pro- 
vided in section 813), and 
[(ii) 100/85 of the maximum limitation determined 
under paragraphs (1) and (2) of this subsection, 
bears to the net investment income, 
[(c) Quairrep Reserves Derinep.—For purposes of this subpart, 
the term ‘‘qualified reserves” means the sum of the following: 

[(1) The life insurance reserves (as defined in section 801(b)), 
plus 7 percent of that portion of such reserves as are computed 
on a preliminary term basis. 

[(2) The non-life insurance reserves (as defined in subsection 
(d)(2)). 

(3) The amounts (discounted at the rates of interest assumed 
by the company) necessary to satisfy the obligations under insur- 
ance and annuity contracts (including contracts supplementary 
thereto), but only if (A) such obligations when satisfied will 
reflect an increment in the nature of interest, and (B) such 
obligations do not involve (at the time with respect to which 
the computation is made under this paragreph) life, health, or 
accident contingencies. 

[(4) The amounts held at the end of the taxable year as reserves 
for dividends to policyholders, the payment of which dividends is 
deferred for a period which expires not earlier than 5 years from 
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the date of the policy contract. This paragraph does not apply 
to dividends payable during the year following the taxable year. 

[(5) Dividend accumulations, and other amounts, held at in- 
terest in connection with insurance or annuity contracts (including 
contracts supplementary thereto). 

[(6) Premiums received in advance, and liabilities for premium 
deposit funds. 

In applying this subsection the same item shall be counted only once. 
For purposes of this section (other than paragraph (4) of this sub- 
section), the amount of any reserve (or portion thereof) for any tax- 
able year shall be the mean of such reserve (or portion thereof) at 
the beginning and end of the taxable year. 

{[(d) Ner Investment Income ALLocaBLe TO Non-Lire Insur- 
ANCE RESERVES.— 

[(1) AtLocation ratiIo.—For purposes of this subpart, the 
net investment income allocable to non-life insurance reserves 
is that amount which bears the same ratio to the net investment 
income as such reserves bear to the qualified reserves. 

[(2) Non-LIFE INSURANCE RESERVES DEFINED.—For purposes 
of this subpart, the term ‘‘non-life insurance reserves’? means the 
sum of the unearned premiums and the unpaid losses (whether or 
not ascertained)— 

[(A) on contracts other than life insurance, annuity, and 
noncancellable health and accident insurance contracts (in- 
cluding life insurance or annuity contracts combined with 
noncancellable health and accident insurance), and 

[(B) which are not included in life insurance reserves (as 
defined in section 801(b) ). 

For purposes of this paragraph, such unearned premiums shall 
not be considered to be less than 25 percent of the net premiums 
written during the taxable year on such other contracts. 

[(3) ADJUSTMENTS WITH RESPECT TO CERTAIN NON-LIFE INSUR- 
ANCE CONTRACTS.—For purposes of this subpart, if— 

[(A) any computation under this subpart is made by 
reference to a contract meeting the requirements of para- 
graph (2)(A) of this subsection, and 

(B) part of the reserves for such contract are life insur- 
ance reserves, 
then, under regulations prescribed by the Secretary or his dele- 
gate, proper adjustment shall be made in the amount taken into 
account with respect to such contract for purposes of such 
computation. 
CSEC. 805. SPECIAL INTEREST DEDUCTION. 

[(a) Spectan Interest Depuction.—For purposes of the tax 
imposed by section 802 (and the tax imposed by section 811), there 
shall be allowed a special interest deduction determined as follows: 

[(1) Divide the amount of the adjusted net investment income 
(as defined in subsection (b)) by the amount of the required 
interest (as defined in subsection (c)). 

[(2) If the quotient obtained in paragraph (1) is 1.05 or more, 
the special interest deduction shall be zero. 

[(3) If the quotient obtained in paragraph (1) is 1.00 or less, 
the special interest deduction shall be an amount equal to 50 
percent of the amount by which— 
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[(A) the net investment income (reduced by the net in- 
vestment income allocable to non-life insurance reserves), 
exceeds 

[(B) the reserve and other policy liability deduction for 
the taxable year. 

[(4) If the quotient obtained in paragraph (1) is more than 
1.00 but less than 1.05, the special interest deduction shall be the 
amount obtained by multiplying— 

[(A) the amount by which (i) the net investment income 
(reduced by the net investment income allocable to non-life 
insurance reserves) exceeds (ii) the reserve and other policy 
liability deduction for the taxable year, by 

[(B) 10 times the difference between the figure 1.05 and 
the quotient obtained in paragraph (1). 

[(b) Apsustep Net InvestMENT INcomME.—For purposes of sub- 
section (a) (1), the term ‘‘adjusted net investment income” means 

[(1) the net investment income (computed without the deduc- 
tion for wholly-exempt interest allowed by section 803(c)(1)), 
minus 

[(2) 50 percent of the net investment income allocable to 
non-life insurance reserves. 

[(c) Requirepl nrerest.—For purposes of subsection (a)(1), the 
term “required interest’’ means the total of— 

[(1) the sum of the amounts obtained by multiplying— 

[(A) each rate of interest assumed in computing the tax- 
payer’s life insurance reserves, by 

[(B) the means of the amounts of the taxpayer's life 
insurance reserves computed at such rate at the beginning 
and end of the taxable year, plus 7 percent of the portion 
of such reserves at such rate as are computed on a preliminary 
term basis; 

([(2) the sum of the amounts obtained by multiplying— 

[(A) each rate of interest assumed in computing the tax- 
payer’s reserves for deferred dividends described in section 
804(c) (4), by 

[(B) the means of the amounts of such reserves computed 
at such rate at the end of the taxable year; and 

[(3) interest paid. 

[(d) Inrerest Patp.—For purposes of subsection (c)(3), the term 
‘interest paid’? means— 

(1) all interest paid or accrued within the taxable year on 
indebtedness, except on indebtedness incurred or continued to 
purchase or carry obligations (other than obligations of the 
United States issued after September 24, 1917, and originally 
subscribed for by the taxpayer) the interest on which is wholly 
exempt from taxation under this chapter; and 

[(2) all amounts in the nature of interest, whether or not 
guaranteed, paid or accrued within the taxable year on insurance 
or annuity contracts (or contracts arising out of insurance or 
annuity contracts) which do not involve, at the time of payment 
or accrual, life, health, or accident contingencies. 
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[Subpart B—1942 Formula 
Fsec 811. Tax imposed. 


Sec. 812. Reserve and other policy liability deduction. 
Sec. 813. Adjustment for certain reserves. 
[Sec. 811. Tax imposed. 

[(a) Tax Imposrep.—-A tax is hereby imposed, on the life insurance 
company taxable income of every life insurance company, for each tax- 
able year beginning after December 31, 1957. Such tax shall consist 
of— 

[(1) a normal tax on such income computed under section 11 
(b), and 

[(2) a surtax on such income computed under section 11(c). 

[(b) Lire Insurance Company TaxaBLeE Income Derinep.—For 
purposes of this subpart, the term ‘“‘life insurance company taxable 
income”? means the net investment income (as defined in section 
803 (¢c))— 

« [(1) minus the reserve and other policy liability deduction 
allowed by section 812, 

[(2) minus the special interest deduction, if any, allowed by 
section 805, and 

[(3) plus the amount of the adjustment for certain reserves pro- 
vided in section 813. 

For purposes of the normal tax, the life insurance company taxable 
income shall be reduced by the deduction provided in section 242 for 
partially tax-exempt interest. 

[(c) Rue ror ComputaTIon OF SpseciaL INTEREST DEDUcTION.— 
In computing the special interest deduction under section 805 in the 
case of any taxable year with respect to which a tax is imposed under 
this section— 

[(1) in lieu of the reduction of the net investment income pro- 
vided in paragraphs (3)(A) and (4)(A) of section 805(a), the 
net investment income shall be reduced by the amount of the 
adjustment for certain reserves provided in section 813, and 

[(2) in lieu of subtracting the amount provided in paragraph 
(2) of section 805(b), subtract 50 percent of the amount of the 
adjustment for certain reserves provided in section 813. 

[SEC. 812. RESERVE AND OTHER POLICY LIABILITY DEDUCTION, 

[(a) Generat Rute.—For purposes of this subpart, the term “‘re- 
serve and other policy liability deduction” means an amount com- 
puted by multiplying the net investment income by a figure, to be 
determined and proclaimed by the ‘ Secretary or his delegate for each 
taxable year with respect to which a tax is imposed by section 811. 

This figure shall be based on such data with respect to life insurance 
companies for the preceding taxable year as the Secretary or his 
delegate considers representative and shall be computed in accordance 
with the following formula: The ratio which a numerator comprised 
of the aggregate of the sums of— 

(1) 2 percent of the reserves for deferred dividends, 

(2) interest paid, and 

(3) the product of— 

[(A) the mean of the adjusted reserves at the beginning 
and end of the taxable year, and 
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[(B) the reserve earnings rate, 
bears to a denominator comprised of the aggregate of the excess of net 
investment incomes (computed without the deduction for wholly- 
exempt interest allowed by section 803(c)(1)) over the adjustment 
for certain reserves provided in section 813. 
[(b) Derrinrrions.—For purposes of subsection (a)— 

[(1) ResERVES FOR DEFERRED DIVIDENDsS.—The term “reserves 
for deferred dividends” has the same meaning as when used in 
section 804(c) (4). 

((2) Inrerestr parp.—The term “interest paid” has the mean- 
ing given to such term by section 805(d). 

[(3) Apsustep RESERVES.—The term ‘adjusted reserves’’ 
means the life insurance reserves (as defined in section 801(b)), 
plus 7 percent of that portion of such reserves as are computed 
on a preliminary term basis. 

(4) RESERVE EARNINGS RATE.—The term “reserve earnings 
rate’? means a rate computed by adding 2.1125 percent (65 per- 
cent of 3% percent) to 35 percent of the average rate of interest 
assumed in computing life insurance reserves. Such average rate 
shall be calculated by multiplying each assumed rate of interest 
by the means of the amounts of the adjusted reserves computed 
at that rate at the beginning and end of the taxable year and 
dividing the sum of the products by the mean of the total ad- 
justed reserves at the beginning and end of the taxable year. 

[(c) Maxtmum Depvuction.—The reserve and other policy liability 
deduction allowed by subsection (a) of this section shall in no case 
exceed an amount equal to the amount which would be determined 
under subsection (b) of section 804 if such subsection applied with 
respect to the taxable year. 


[LSEC. 813. ADJUSTMENT FOR CERTAIN RESERVES. 

[In the case of a life insurance company writing contracts other 
than life insurance, annuity, and noncancellable he alth and accident 
insurance contracts (including life insurance or annuity contracts 
combined with noncancellable health and accident insurance), the 
term ‘adjustment for certain reserves” means, for purposes of this sub- 
part, an amount equal to 3% percent of the unearned premiums and 
unpaid losses on such other contracts which are not included in life 
insurance reserves (as defined in section 801(b)). For purposes of 
this section, such unearned premiums shall not be considered to be less 
than 25 percent of the net premiums written during the taxable year 
on such other contracts. 


[Subpart C—Miscellaneous Provisions 


Sec. 817. Denial of double deductions. 


Sec. 816. Foreign life insurance companies. 
Sec. 818. Certain new insurance companies. 


[SEC. 816. FOREIGN LIFE INSURANCE COMPANIES. 

[(a) Carryine on Unirep States INsurANcE Business.—A for- 
eign life insurance company carrying on a life insurance business 
within the United States, if with respect to its United States business 
it would qualify as a life insurance company under section 801, shall 
be taxable in the same manner as a domestic life insurance company; 
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except that the determinations necessary for purposes of this subtitle 
shall be made on the basis of the income, disbursements, assets, and 
liabilities reported in the annual statement for the taxable year of the 
United States business of such company on the form approved for 
life insurance companies by the National Association of Insurance 
Commissioners. 

[(b) No Unrrep Srares Insurance Busrness.—Foreign life in- 
surance companies not carrying on an insurance business within the 
United States shall not be taxable under this part but shall be taxable 
as Other foreign corporations. 

[SEC. 817. DENIAL OF DOUBLE DEDUCTIONS. 

[Nothing in this part shall permit the same item to be deducted 

more than once. 


[SEC. 818. CERTAIN NEW INSURANCE COMPANIES. 

[(a) Generat Rute.—lf the taxable year begins not more than 
9 years after the first day on which the taxpayer was authorized to do 
business as an insurance company, then— 

[(1) for purposes of subpart A, the life insurance taxable in- 
come shall not exceed (A) the amount of the net gain from opera- 
tions after dividends to policyholders, reduced by (B)(i) the net 
investment income allocable to non-life-insurance reserves and 
(ii) the special reduction for dividends received provided by 
subsection (c); or 

[(2) for purposes of subpart B, the life insurance company 
taxable income shall not exceed (A) the amount of the net gain 
from operations after dividends to policyholders, reduced by (B) 
the special reduction for dividends received provided by sub- 
section (c). 

For purposes of this subsection, the net gain from operations after 
dividends to policyholders shall be computed in the manner required 
for purposes of the annual statement approved by the National Con- 
vention of Insurance Commissioners, except that no reduction shall 
be made for any Federal income tax. 

[(b) Limrration.—This section shall not reduce the tax for any 
taxable year below the amount which (but for this section) would be 
imposed by section 802 or section 811, as the case may be, computed 
without the applicable limitation on the reserve and other policy 
liability deduction contained in section 804(b) or section 812(c). 

[(c) Spectran Rute ror Divipenps Recetvep.—The reduction 
referred to in paragraph (1)(B)(ii) and in paragraph (2)(B) of sub- 
section (a) shall be an amount computed under section 804(b)(3), 
except that, for purposes of such computation, the maximum limita- 
tion referred to in section 804(b)(3)(B) (ii) shall be— 

[(1) in the case of a taxable year with respect to which tax is 
imposed by section 802, the amount by which (A) the net invest- 
ment income (reduced by the net investment income allocable to 
non-life insurance reserves), exceeds (B) the life insurance taxable 
income (computed without regard to the reduction provided by 
this subsection); or 

[(2) in the case of a taxable year with respect to which tax is 
imposed by section 811, the amount by which (A) the sum of the 
net investment income and the amount of the adjustment for 
certain reserves provided in section 813, exceeds (B) the life 
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insurance company taxable income (computed without regard to 
the reduction provided by this subsection).] 


PART I—LIFE INSURANCE COMPANIES 


Subpart A. Definition; tax imposed. 
Subpart B. Investment income. 

Subpart C. Gain and loss from operations. 
Subpart D. Distributions to shareholders. 
Subpart FE. Miscellaneous provisions. 


Subpart A—-Definition; Tax Imposed 


Sec. 801. Definition of life insurance company, 
Sec. 802. Tax imposed. 


SEC. 801. DEFINITION OF LIFE INSURANCE COMPANY. 


(a) Lire Insurance Company Derinepv.—For purposes of this sub- 
title, the term “‘life insurance company’? means an insurance company 
which is engaged in the business of issuing life insurance and annuity 
contracts (either separately or combined with health and accident insur- 
ance), or noncancellable contracts of health and accident insurance, if— 

(1) its life insurance reserves (as defined in subsection (b)), plus 

(2) unearned premiums, and unpaid losses (whether or not ascer- 
tained), on noncancellable life, health, or accident policies not in- 
cluded in life insurance reserves, 

comprise more than 50 percent of its total reserves (as defined in sub- 
section (c)). 

(6) Lire Insurance Reserves Derinevd.— 

(1) In GeneraL.—For purposes of this part, the term “life insur- 
ance reserves’? means amounts— 

(A) which are computed or estimated on the basis of recognized 
mortality or morbidity tables and assumed rates of unterest, and 

(B) which are set aside to mature or liquidate, either by pay- 
ment or reinsurance, future unaccrued claims arising from life 
insurance, annuity, and noncancellable health and accident 
insurance contracts (including life insurance or annuity con- 
tracts combined with noncancellable health and accident insur- 
ance) involving, at the time with respect to which the reserve is 
computed, life, health, or accident contingencies. 

(2) RESERVES MUST BE REQUIRED BY LAW.—Eacept— 

(A) in the case of policies covering life, health, and accident 
insurance combined in one policy issued on the weekly premium 
payment plan, continuing for life and not subject to cancella- 
tion, and 

(B) as provided in paragraph (8), 

in addition to the requirements set forth in paragraph (1), life insur- 
ance reserves must be required by law. 

(3) AssessMENT compANIES.—In the case of an assessment life 
imsurance company or association, the term “‘life insurance reserves’’ 
includes— 

(A) sums actually deposited by such company or association 
with State or Territorial officers pursuant to law as guaranty 
or reserve funds, and 

(B) any funds maintained, under the charter or articles of 
incorporation or association (or bylaws approved by a State 
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msurance commissioner) of such company or association, 
exclusively for the payment of claims arising under certificates 
of membership or policies issued on the assessment plan and 
not subject to any other use. 

4) DericirENcy RESERVES ExcLUDED.—The term “life insur- 
ance reserves’ does not include deficiency reserves. For purposes 
of this paragraph and subsection (c), the term “deficiency reserves”’ 
means the total present value of the amounts by which— 

(A) the net premiums required for life insurance and annuity 
contracts, exceeds 

(B) the actual premiums and other consideration charged 
oe such contracts. 

(5) Amounr oF RESERVES.—For purposes of this subsection, 
subsection (a), and subsection (c), the amount of any reserve (or 
portion thereof) for any taxable ye ar shall be the mean of such reserve 
(or portion thereof) at the beginning and end of the taxable year. 

(c) Toran Reserves Derinepv.—For purposes of subsection (a), the 
term ‘‘total reserves’ means 

1) life insurance reserves, 

(2) unearned premiums, and unpaid losses (whether or not 
ascertained), not included in life insurance reserves, and 

(3) all other insurance reserves required by law. 

The term “‘total reserves’’ does not include deficiency reserves (within the 
meaning of subsection (b)(4)). 

(d) ApsustMENTS IN Reserves FoR Poricy Loans.—For pur poses 
only of determining under subsection (a) whether or not an insurance 
company is a life insurance company, the life insurance reserves, and the 
total reserves, shall each be reduced by an amount equal to the mean of 
the aggregates, at the beginning and end of the taxable year, of the policy 
loans outstanding with respect to contracts for which life insurance 
reserves are maintained. 

(e) GuaRANTEED ReNewasiLe Conrracrs.—For purposes of this 
part, guaranteed renewable life, health, and accident insurance shall be 
treated in the same manner as noncancellable life, health, and accident 
insurance. 

(f) Buortat AND Funerat Benerir InsuRANCE CoMPANIES A 
burial or funeral benefit insurance company engaged directly in the manu- 


facture of funeral supplies or the performance of funeral services shall not 


be taxable under this part but shall be taxable under section 821 or section 
831. 
SEC. 802. TAX IMPOSED. 

(a) Tax Imposep.— 

(1) In genERAL.—A tax is hereby imposed for each taxable year 
beginning after December 31, 1957, on the life insurance company 
taxable income of every life’ insurance company. Such tax shall 
consist of— 

(A) a normal tax on such income computed at the rate pro- 
vided by section 11(b), and 

(B) a surtaz, on so much of such income as exceeds $25,000, 
ee at the rate provided by section 11(c). 

(2) Tax IN CASE oF caPITAL GaIns.—If for any taxable year 
beginning after December 31, 1958, the net long-term capital gain 
of any = msurance company exceeds the net short-term capital loss, 
there is hereby imposed a tax equal to 25 percent of such excess. 
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(6) Lire Insurance Company Taxasie Income Derinev.—For 
purposes of this part, the term “life insurance company taxable income’’ 
means the sum of— 

(1) the taxable investment income (as defined in section 804) or 
the gain from operations (as defined in section 809(a)), whichever is 
the smaller, 

(2) if the gain from operations exceeds the taxable investment 
income, an amount equal to 50 percent of such excess, plus 

(3) the amount subtracted from the policyholders surplus account 
for the taxable year, as determined under section 818. 


Subpart B—Investment Income 


Sec. 804. Taxable investment income. 
Sec. 805. Policy and other contract liability deduction, 
Sec. 806. Change of basis in computing reserves. 


SEC. 804. TAXABLE INVESTMENT INCOME. 

(a) In GeneraLt.—For purposes of this part, the amount of the taxable 
investment income for any taxable year shall be an amount (not less than 
zero) equal to the net investment income (determined under subsection (c)), 
minus the policy and other contract liability deduction (determined under 
section 805). 

(6) Gross Investment Income.—For purposes of this part, the term 
“gross investment income” means the sum of the following: 

(1) Inreresr, erc.—The gross amount of income from— 

(A) interest, dividends, rents, and royalties, 

(B) the entering into of any lease, mortgage, or other instru- 
ment or agreement from which the life insurance company 
derives interest, rents, or royalties, and 

(C) the alteration or termination of any instrument or agree- 
ment described in subparagraph (B). 

(2) SHorr-rerM caApiITaL GAIN.—In the case of a taxable year 
beginning after December 31, 1958, the amount (if any) by which the 
net short-term capital gain exceeds the net long-term capital loss. 

(3) Trapk OR BUSINESS INCcOME.—The gross income from any 
trade or business (other than an insurance business) carried on by 
the life insurance company, or by a partnership of which the life 
insurance company is a partner. In computing gross income under 
this paragraph, there shall be excluded any item described in para- 
graph (1). 

Except as provided in paragraph (2), in computing gross investment 
income under this subsection, there shall be excluded any gain from the 
sale or exchange of a capital asset, and any gain considered as gain from 
the sale or exchange of a capital asset. 

(ec) Ner Investment Income Derinep.—For purposes of this part, 
the term “‘net investment income’’ means the gross investment income less 
the following deductions— 

(1) InvesTMENT EXPENSES.—Investment expenses for the taz- 
able year. If any general expenses are in part assigned to or included 
in the investment expenses, the total deduction under this paragraph 
shall not exceed the sum of— 

(A) one-fourth of 1 percent of the mean of the assets (as 
defined in section 805(b)(6)) held at the beginning and end of 
the taxable year, 


et 
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el - (B) the amount of the mortgage service fees for the taxable 
me year, plus 
: (C) whichever of the following is the greater: 
1) or (1) one-fourth of the amount by which the investment 
er yield (as defined in section 805(b)(5)) exceeds 3% percent 
od of the mean of the assets (as defined in section 805(b)(6)) 
ment | held at the beginning and end of the taxable year, reduced 
by the amount described in subparagraph (B), or 
ount | (ii) one-fourth of 1 percent of the mean of the value of 
: mortgages held at the beginning and end of the taxable year 
for which there are no mortgage service fees for the taxable 
year. 

(2) REAL ESTATE EXPENSES.—The amount of taxes (as provided 
in section 164), and other expenses, for the taxable year exclusively 
on or with respect to the real estate owned by the company. No 
deduction shall be allowed under this paragraph for any amount 
paid out for new buildings, or for permanent umprovements or 

able betterments made to increase the value of any property. 

than (3) Depreciration.—The deduction allowed by section 167. The 

(c)), deduction under this paragraph and paragraph (2) on account of 

nder any real estate owned and occupied for insurance purposes in whole 
or in part by a life insurance company shall be limited to an amount 

term which bears the same ratio to such deduction (computed without 


regard to this sentence) as the rental value of the space not so occupied 
bears to the rental value of the entire property. 
(4) Depterion.—The deduction allowed by section 611 (relating 
tru- | to depletion). 


any | (5) TAx-FREE INTEREST.—The amount of interest which under 
section 103 is excluded from gross income. 
ree- (6) PARTIALLY TAX-EXEMPT INTEREST.—In lieu of the deduc- 
tion allowed by section 242 (relating to deduction for partially tazx- 
year exempt interest), a deduction in an amount which bears the same 
. the ratio to the amount allowable under such section as— 
(A) the normal tax rate for the taxable year prescribed by 
any section 11, bears to 
v by (B) the sum of the normal tax rate and the surtaz rate for the 
ive taxable year prescribed by section 11. 
nder (7) Divipenps receivev.—The deductions allowed by sections 
ara- | 248, 244, and 245. 
(8) TRADE OR BUSINESS DEDUcTIONS.—The deductions allowed 
nent | by this subtitle (without regard to this part) which are attributable 
the to any trade or business (other than an insurance business) carried 
rom |} on by the life insurance company, or by a partnership of which the 
life insurance company is a partner; except that in computing the 
art, | deduction under this paragraph— 
less (A) There shall be excluded losses— 
(i) from (or considered as from) sales or exchanges of 
tax- capital assets, 
ded (it) from sales or exchanges of property used in the 
aph trade or business (as defined in section 1231(b)), and 
(iit) from the compulsory or involuntary conversion (as 
(as a result of destruction, in whole or in part, theft or seizure, 


1 of or an exercise of the power of requisition or condemnation 
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or the threat or imminence thereof) of property used in the 
trade or business (as so defined). 

(B) Any item, to the extent attributable to the carrying on 
of the insurance business, shall not be taken into account. 

(C) The deduction for net operating losses provided wn 
section 172, and the special deductions for corporations pro- 
vided in part VIII of subchapter B, shall not be allowed. 

(9) SMALL BUSINESS DEDUCTION.—An amount equal to 5 percent 
of the net investment income for the taxable year (computed without 
regard to this paragraph). The deduction under this paragraph shall 
not exceed $25,000. 

SEC. 805. POLICY AND"OTHER CONTRACT LIABILITY DEDUCTION 
(a) In Generat.—For purposes of this part, the term “policy and 
other contract liability deduction” means the sum of— 

(1) the deduction for the investment yield on adjusted life in- 
surance reserves, 

(2) the deduction for the investment yield on pension plan reserves, 
and 

(3) the deduction for interest paid, 

reduced by the adjustment provided in subsection (e). 
(6) Depuction ror INVESTMENT YIELD ON ApsusTED Lire INSUk- 
ANCE RESERVES.— 

(1) In GeneraL.—For purposes of this part, the deduction for 
the investment yield on adjusted life insurance reserves is the amount 
determined by multiplying— 

(A) the adjusted life insurance reserves, by 

(B) the deduction rate. 

2) Depucrion rare.—For purposes of this part, the deduction 
rate for any taxable year is the amount ascertained by dividing by 2 
the sum of— 

(A) whichever of the following percentages is the higher 

(i) the average rate of interest assumed by the taxpayer 
in calculating life insurance, reserves (other than pension 
plan reserves), or 

(ii) a percentage for such year to be determined and 
proclaimed by the Secretary or his delegate for the life 
ansurance industry as the average rate of interest assumed 
in calculating life insurance reserves (other than pension 
plan reserves), plus 

(B) the percentage obtained by dividing 

(i) the{taxpayer’s investment yield for such’ year, by 

(it) the mean of the taxpayer’s assets at the beginning 
and end of the taxable year. 

The percentage determined and proclaimed by the Secretary or his 
delegate under subparagraph (A)(ii) shall be based on such data 
with respect to life insurance companies for the preceding taxable 
year as the Secretary or his delegate considers representative. If the 
percentage determined under subparagraph (A) exceeds the percentage 
determined under subparagraph (B), the deduction rate for the taxable 
year is the percentage determined under subparagraph (B). 

(3) ADJUSTED LIFE INSURANCE RESERVES.—For purposes of 


this part, the term “adjusted life insurance reserves’? means 
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(A) the mean of the life insurance reserves (as defined in 
section 801(b)), other than pension plan reserves, at the begin- 
ning and end of the taxable year, multiplied by 

(B) that percentage which equals 100 percent— 

(1) increased by that percentage which is 10 times the 
average rate of interest assumed by the taxpayer in caleulat- 
ing such reserves, and 

(ii) reduced by that percentage which is 10 times the 
deduction rate. 

(4) AVERAGE INTEREST RATE ASSUMED.—For purposes of this 
part, the average rate of interest assumed in calculating reserves 
shall be computed— 

(A) by multiplying each assumed rate of interest by the 
means of the amounts of such reserves computed at that rate at 
the beginning and end of the taxable year, and 

(B) by dividing (i) the sum of the products ascertained under 
subparagraph (A), by (vi) the mean of the total of such reserves 
at the beginning and end of the taxable year. 

(5) INVESTMENT YIELD.—For purposes of this part, the invest- 
ment yield for any taxable year is the net investment income for such 
taxable year computed unthout— 

(A) the deduction for tax-free interest provided by section 
804(c) (5), 

(B) the deduction for partially tax-exempt interest provided 
by section 804(c)(6), 

(C) the deduction for dividends received provided by section 
804(e)(7), and 

(D) the small business deduction provided by section 804(c) 
(9). 

(6) Assers.—For purposes of this part, the term “‘assets’’ means 
all assets of the company (including nonadmitted assets), other than 
real and personal property (excluding money) used by it in carrying 
on an insurance trade or business. For purposes of this paragraph, 
the amount attributable to— 

(A) real property and stock shall be the fair market value 
thereof, and 

(B) any other asset shall be the adjusted basis (determined 
without regard to fair market value on December 31, 1958) of 
such asset for purposes of determining gain on sale or other 
disposition. 

(7) ADJUSTMENTS TO MEANS FOR CERTAIN TRANSFERS OF LIA- 
BILITIES.—For purposes of this part, if, during the taxable year, 
there is a change in life insurance reserves attributable to the transfer 
between the taxpayer and another person of liabilities under contracts 
taken into account in computing such reserves, then, under regulations 
prescribed by the Secretary or his delegate, the means of such reserves, 
and the mean of the assets, taken into account in applying paragraphs 
(2), (3), and (4) shall be appropriately adjusted, on a daily basis, 
to reflect the amounts involved in such transfer. This paragraph 
shall not apply to reinsurance ceded to the taxpayer or to another 
person. 


? 
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(c) Depucrion ror InvesTMENT YiELD ON Pension Pian Re- 


SERVES.— 


(1) In @enERAL.—For purposes of this part, the deduction for the 
investment yield on pension plan reserves is the amount determined 
by multiplying— 

(A) the pension plan reserves, by 

(B) the investment yield rate. 
For purposes of this part, the investment yield rate is the percentage 
obtained by dividing (i) the taxpayer’s investment yield for the tax- 
able year, by (ii) the mean of the taxpayer’s assets at the beginning 
and end of the taxable year. 

(2) PENSION PLAN RESERVES DEFINED.—For purposes of this 
part, the term ‘‘pension plan reserves’ means that portion of the life 
unsurance reserves which is allocable to contracts— 

(A) purchased under contracts entered into with trusts which 
(as of the time the contracts were entered into) were deemed to be 
(2) trusts described in section 401(a) and exempt from tax under 
section 501(a), or (ii) trusts exempt from tax under section 165 
of the Internal Revenue Code of 1939 or the corresponding 
provisions of prior revenue laws; 

(B) purchased under contracts entered into under plans which 
(as of the time the contracts were entered into) were deemed to be 
plans meeting the requirements of section 401(a)(3), (4), (4), 
and (6), or the requirements of section 165(a)(8), (4), (6), and 
(6) of the Internal Revenue Code of 1939; or 

(C) provided for employees of the life insurance company 
under a plan which, for the taxable year, meets the requirements 
of section 401 (a)(3), (4), (6), and (6), 

(3) SPECIAL TRANSITIONAL RULE.—For purposes of this part, 
the amount taken into account as pension plan reserves shall be— 

(A) in the case of a taxable year beginning after December 31, 
1957, and before January 1, 1959, zero; 

(B) in the case of a taxable year beginning after December 31, 
1958, and before January 1, 1960, 33% percent of the amount 
thereof (determined without regard to this paragraph) ; 

(C) in the case of a taxable year beginning after December 
81, 1959, and before January 1, 1961, 66% percent of the 
amount thereof (determined without regard to this paragraph); 
and 

(D) in the case of a tasable year beginning after December 
31, 1960, 100 percent of the amount thereof (determined without 
regard to this paragraph). 


(dq) Depucrion ror Inrerest Paip.—For purposes of this part, the 


deduction for interest paid is the sum of— 





(1) InTEREST ON INDEBTEDNESS.—AIl interest for the taxable 
year on indebtedness, except on indebtedness incurred or continued 
to purchase or carry obligations the interest on which is wholly 
exempt from tasation under this chapter. 

(2) AMOUNTS LEFT ON DEPosIT, ETC.—AILl amounts in the nature 
of interest, whether or not guaranteed, for the taxable year on insur- 
ance or annuity contracts (including contracts supplementary 
thereto) which do not involve, at the time of accrual, life, health, or 
accident contingencies. 
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(3) Discount ON PREPAID PREMIUMS.—AILl amounts accrued for 
the taxable year for discounts in the nature of interest, whether or not 
guaranteed, on premiums or other consideration paid in advance on 
insurance or annuity contracts. 

(e) ApsusrmentT To Prevent Dovuste Depvucrions.—The adjust- 
ment referred to in subsection (a) 1s the amount determined by multiply- 
ing 

(1) the sum of the amounts deductible under paragraphs (5), (6), 
and (7) of section 804(e), by 

(2) the ratio— 

(A) the numerator of which is the sum of— 
(1) the deduction for the investment yield on adjusted 
life insurance reserves, 
(it) the deduction for the investment yield on pension 
plan reserves, 
(iit) the deduction for interest paid, plus 
(iv) the small business deduction provided by section 
804(c) (9), and 
(B) the denominator of which is the investment yield for the 
taxable year. 
If the denominator referred to in paragraph (2)(B) is less than the 
numerator referred to in paragraph (2)(A), the adjustment under this 
subsection shall be the sum determined under paragraph (1). 
SEC. 806. CHANGE OF BASIS IN COMPUTING RESERVES. 

If the basis for determining the amount of any item referred to in 
section 810(c) as of the close of the taxable year differs from the basis for 
such determination as of the beginning of the taxable year, then for pur- 
poses of this subpart the amount of such item— 

(1) as of the close of the taxable year shall be computed on the 
old basis, and 

(2) as of the beginning of the next taxable year shall be computed 
on the new basis. 


Subpart C—Gain and Loss From Operations 


Sec. 809. In general. 

Sec. 810. Rules for certain reserves. 

Sec. 811. Dividends to policyholders. 
Sec. 812. Operations loss deduction. 


SEC. 809. IN GENERAL 

(a) Garin From Operations Derinep.—For purposes of this part, 
the term ‘‘gain from operations’? means the amount by which the sum of 
the items referred to in subsection (c) exceeds the deductions provided by 
subsection (d). 

(b) Loss From Operations Derinep.—For purposes of this part, 
the term “‘loss from operations’ means the amount by which the sum of 
the deductions provided by subsection (d) exceeds the sum of the items 
referred to in subsection (c). 

(c) Gross Amount.—For purposes of subsections (a) and (6), the 
following items shall be taken into account: 

(1) Ner premiums.—The gross amount of premiums and other 
consideration (including advance premiums, deposits, fees, assess- 
ments, and consideration in respect of assuming liabilities under 
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contracts not issued by the taxpayer) on insurance and annuity 
contracts (including contracts supplementary thereto); less return 
premiums, and premiums and other consideration arising out of 
reinsurance ceded. Amounts returned where the amount is not fixed 
in the contract but depends on the experience of the company or the 
discretion of the management shall not be included in return 
premiums. 

(2) DecREASES IN CERTAIN RESERVES.—Each item of net de- 
crease in reserves which is required by section 810 or 811(b)(2) to be 
taken into account for purposes of this paragraph. 

(3) SHorr-TERM CAPITAL GAIN.—In the case of a taxable year 
beginning after December 31, 1958, the amount (if any) by which the 
net short-term capital gain exceeds the net long-term capital loss. 

(4) OrwER amMouNnTs.—All amounts, not includible under para- 
graph (1), (2), or (8), which under this subtitle are includible in 
gross income. 

Except as provided in paragraph (8), there shall be excluded any gain 
from the sale or exchange of a capital asset, and any gain considered as 
gain from the sale or exchange of a capital asset. 

(d) Depucrions.—For purposes of subsections (a) and (b), there 
shall be allowed the following deductions: 

(1) Dearu Benerirs, ETc.—All claims and benefits accrued, and 
all losses incurred (whether or not ascertained), during the taxable 
year on insurance and annuity contracts (including contracts supple- 
mentary thereto). 

(2) INCREASES IN CERTAIN RESERVES.—Each item of net increase 
in reserves which is required by section 810 to be taken into account 
for purposes of this paragraph. 

(3) Divipenps To poticyuotpERs.—The deduction for divi- 
dends to policyholders (determined under section 811(6)). 

(4) OprRaTIoNns Loss pEpuction.—The operations loss deduction 
(determined under section 812). 

(6) SMALL BUSINESS DEDUCTION.—A small business deduction 
in an amount equal to the amount determined under section 804(c) (9). 

(6) ReseERVES FOR CERTAIN NONPARTICIPATING CONTRACTS.— 
An amount equal to 10 percent of the increase in the reserves for non- 
participating contracts. For purposes of this paragraph, the term 
“reserves for nonparticipating contracts” means such part of the life 
insurance reserves as relates to the life insurance features under non- 
participating contracts (other than group contracts). 

(7) Group LIFE, ACCIDENT, AND HEALTH INSURANCE.—An 
amount equal to 2 percent of the net premiums for the taxable year 
attributable to group life insurance contracts and group accident and 
health insurance contracts. The deduction under this paragraph for 
the taxable year and all preceding taxable years shall not exceed an 
amount equal to 50 percent of the next premiums for the taxable year 
attributable to such contracts. For purposes of this paragraph, net 
premiums shall be determined in the manner provided by subsection 

(c)(1). 

(8) ASSUMPTION BY ANOTHER PERSON OF LIABILITIES UNDER 
INSURANCE, ETC., conrracTs.—The consideration (other than 
consideration arising out of reinsurance ceded) in respect of the as- 
sumption by another person of liabilities under insurance and annuity 
contracts (including contracts supplementary thereto). 
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(9) OrnER pDEvucTIons.—Subject to the modifications provided 
by subsection (e), all other deductions allowed under this subtitle for 
purposes of computing taxable income. 

Except as provided in paragraph (3), no amount shall be allowed as a 

deduction under this subsection in respect of dividends to policyholders. 

(e) Mopirications.—The modifications referred to in subsection 

(d)(9) are as follows: 

(1) Inreresr.—lIn applying section 163 (relating to deduction 
for interest), no deduction shall be allowed for interest in respect of 
items described in section 810(c). 

(2) Bap pesrs.—Section 166(c) (relating to reserve for bad 
debts) shall not apply. 

(3) CHARITABLE, ETC., CONTRIBUTIONS AND GIFTs.—In apply- 
ing section 170— 

(A) the limit on the total deductions under such section pro- 
vided by the first sentence of section 170(b)(2) shall be 5 percent 
of the gain from operations computed without regard to 

(i) the deduction allowed by section 170, 

(ii) part VIII (except section 248) of subchapter B, 

(itt) the adjustment provided by subsection (f), 

(iv) the deductions provided by paragraphs (3), (6), and 
(7) of subsection (d), and 

(v) any operations loss carryback to the taxable year 
under section 812; and 

(B) under regulations prescribed by the Secretary or his 
delegate, a rule similar to the rule contained in section 170(b) (3) 
shall be applied. 

(4) AMORTIZABLE BOND PREMIUM.—Section 171 shall not apply. 

(5) Ner opeRATING Loss pEpuction.—The deduction for net 
operating losses provided in section 172 shall not be allowed. 

(6) PARTIALLY TAX-EXEMPT INTEREST.—The deduction allowed 
by section 242 shall be an amount which bears the same ratio to the 
amount determined under such section without regard to this para- 
graph as (A) the normal taz rate for the taxable year prescribed by 
section 11, bears to (B) the sum of the normal taz rate and the surtaz 
rate for the taxable year prescribed by section 11. 

(7) Depucrion FOR DIVIDENDS RECEIVED.—In applying sec- 
tion 246(b) (relating to limitation on aggregate amount of deduc- 
tions)— 

(A) the limit on the aggregate amount of the deductions 
allowed by sections 243(a), 244, and 245 shall be 85 percent of 
the gain from operations computed without regard to— 

(1) the adjustment provided by subsection (f), 

(iz) the deductions provided by paragraphs (8), (6), 
and (7) of subsection (d), 

(272) the operations loss deduction, and 

(tv) the deductions allowed by sections 243(a), 244, and 
245, but 

(B) such limit shall not apply for any taxable year for which 
there is a loss from operations. 

(f) Apsustment To Prevent Dovusre Depuctrions.— 

(1) Amount or apsustMENT.—The total of the amounts allowable 
as deductions under subsection (d) shall be reduced by the amount 
determined by multiplying— 
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(A)Tthe*sumof— 

(t) the amount of interest which under section 103 is 
excluded from gross income, 

(it) the deduction provided by section 242 (as modified 
by subsection (e)(6)), and 

(iit) the deductions provided in sections 243, 244, and 
245 (as modified by subsection (e)(7)), by 

(B) the ratio— 

(i) the numerator of which is the sum of the required 
interest (as defined in paragraph (2)) plus the small busi- 
ness deduction provided by subsection (d)(5), and 

(ii) the denominator of which is the investment yield 
(as defined in section 805(b)(5)) computed without regard 
to the limitation in section 804(c)(1) (relating to deduction 
for investment expenses). 

If the denominator referred to in subparagraph (B) (ii) is less than 
the numerator referred to in subparagraph (B)(i), the adjustment 
under this paragraph shall be the sum determined under subparagraph 
(A). 

(2) Requirep 1nTrEREST.—For purposes of paragraph (1), the 
term “required interest”? means the total of— 

(A) the sum of the products ascertained under section 
805 (b) (4) (A); 

(B) the deduction for the investment yield on pension plan 
reserves (determined under section 805(c)); and 

(C) the deduction for interest paid (as defined in section 
805 (d)). 

(g) Limirarion on Certain Depucrions.— 

(1) In aeneraL.—The amount of the deductions under para- 
graphs (8), (6), and (7) of subsection (d) shall not (after the applica- 
tion of subsection (f)) exceed the amount by which— 

(A) the gain from operations for the taxable year, computed 
urthout regard to such deductions, exceeds 
(B) the taxable investment income for the taxable year. 

(2) APPLICATION oF LimiITATION.—The limitation provided by 
paragraph (1) shall apply first to the amount of the deduction under 
paragraph (7), then to the amount of the deduction under paragraph 
(6), and finally to the amount of the deduction under paragraph (8). 

SEC. 810. RULES FOR CERTAIN RESERVES. 

(a) ApsustMENT FoR Decrease.—lIf the amount of any item de- 
scribed in subsection (c) as of the beginning of the taxable year exceeds 
the amount of such item as of the close of the taxable year, the excess shall 
be taken into account as an item of net decrease referred to in section 
809(c) (2). 

(b) ApsustTMENT FoR INcREASE.—If the amount of any item described 
in subsection (c) as of the close of the taxable year exceeds the amount of such 
item as of the beginning of the taxable year, the excess shall be taken into 
account as an item of net increase referred to in section 809(d) (2). 

(c) Irems Taxen Into Account.—The items referred to in sub- 
sections (a) and (6) are as follows: 

(1) The life insurance reserves (as defined in section 801(b)). 

(2) The unearned premiums and unpaid losses included in total 
reserves under section 801(c)(2). 
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(3) The amounts (discounted at the rates of interest assumed by 
the company) necessary to satisfy the obligations wnder insurance 
or annuity contracts (including contracts supplementary thereto), 
but only if such obligations do not involve (at the time with respect 
to which the computation is made under this paragraph) life, health, 
or accident contingencies. 

(4) Dividend accumulations, and other amounts, held at interest 
in connection with insurance or annuity contracts (including con- 
tracts supplementary thereto). 

(5) Premiums received in advance, and liabilities for premium 
deposit funds. 


In applying this subsection, the same item shall be counted only once. 
(d) ADJUSTMENT FOR Cuanae 1n Compurine Reserves.— 


(1) In aenerat.—lIf the basis for determining any item referred 
to in subsection (c) as of the close of any taxable year differs from 
the basis for such determination as of the close of the preceding 
taxable year, then so much of the difference between— 

(A) the amount of the item at the close of the taxable year, 
computed on the new basis, and 
(B) the amount of the item at the close of the taxable year, 
computed on the old basis, 
as is attributable to contracts issued before the taxable year shall be 
taken into account for purposes of this subpart as follows: 
(i) if the amount determined under subparagraph (A) 
exceeds the amount determined under subparagraph (B), 
Yo of such excess shall be taken into account, for each of the 
succeeding 10 taxable years, as a net increase to which 
section 809(d)(2) applies; or 
(ii) if the amount determined under subparagraph (B) 
exceeds the amount determined under subparagraph (A), 
49 of such excess shall be taken into account, for each of 
the 10 succeeding taxable years, as a net decrease to which 
section 809(c)(2) applies. 

(2) TERMINATION AS LIFE INSURANCE COMPANY.—Except as 
provided in section 381(c)(22) (relating to carryovers in certain 
corporate readjustments), if for any taxable year the taxpayer is not 
a life insurance company, the balance of any adjustments under 
this paragraph shall be taken into account for the preceding taxable 
year. 

(3) ErrecT OF PRELIMINARY TERM ELECTION.—An election 
under section 818(c) shall not be treated as a change in the basis 
for determining an item referred to in subsection (c) to which this 
subsection applies. If an election under section 818(c) applies 
for the taxable year, the amounts of the items reterred to in sub- 
paragraphs (A) and (B) of paragraph (1) shall be determined with- 
out regard to such election. If such an election would apply in 
respect of such item for the taxable year but for the new basis, the 
amount of the item referred to in subparagraph (B) shall be deter- 
mined on the basis which would have been applicable under section 
818(c) if the election applied in respect of the item for the taxable 
year. 
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SEC. 811. DIVIDENDS TO POLICYHOLDERS. 

Divivenps To Poticynoipers Derinep.—For purposes of this 
part, the term “dividends to policyholders’? means dividends and similar 
distributions to policyholders in their capacity as such. Such term does 
not include interest paid (as defined in section 805(d)). 

(6) Amount or Depuction.— 

(1) In generat.—Except as limited by section 809(g), the deduc- 
tion for dividends to policyholders for any taxable year shall be an 
amount equal to the dividends to policyholders paid during the 
taxable year 

(A) increased by the excess of (i) the amounts held at the 
end of the taxable year as reserves for dividends to policyholders 
(as de fined in subsection (a)) payable during the year following 
the taxable year, over (ii) such amounts held at the end of the 
preceding taxable year, or 
(B) decreased by the excess of (i) such amounts held at the 
end of the preceding taxable year, over (ii) such amounts held 
at the end of the taxable year. 
For purposes of subparagraphs (A) and (B), there shall be included 
as amounts held at the end of pain taxable year amounts set aside, 
before the 16th day of the third month of the year following such 
taxable ye ar, for payment during the ye ar followi ing such taxable year. 

(2) CERTAIN AMOUNTS TO BE TREATED AS NET DECREASES.—If 
the amount determined under subsection (6)(1)(B) exceeds the divi- 
dends to policyholders paid during the taxable year, the amount of 
such excess shall be an item of net decrease referred to in section 
809(c) (2). 

SEC. 812. OPERATIONS LOSS DEDUCTION. 
(a) Depucrion Attowrp.—There shall be allowed as a deduction for 
the taxable year an amount equal to the aggregate of 
(1) the operations loss carryovers to such year, plus 
(2) the operations loss carrybacks to such year. 
For purposes of this part, the term “operations loss deduction’? means 
the deduction allowed by this subsection. 
(6) Operations Loss CARRYBACKS AND CARRYOVERS.— 

(1) YeARS TO WHICH LOSS MAY BE CARRIED.—The loss from 
operations for any taxable year (hereinafter in this section referred 
to as the “‘loss year’’) ending after December 31, 1957, shall be 

(A) an operations loss carryback to each of the 3 taxable 
years preceding the loss year, and 
(B) an operations loss carryover to each of the 5 taxable years 
following the loss year. 
A loss from operations shall not be an operations loss carryback to 
— taxable year beginning before January 1, 1958. 

(2) AMOUNT OF CARRYBACKS AND CARRYOVERS.—The entire 
amount of the loss from operations for any loss year shall be carried 
to the earliest of the taxable years to which (by reason of paragraph 
(1)) such loss may be carried. The portion of such loss which shall 
be adetel to each of the other taxable years shall be the excess (if any) 
of the amount of such loss over the sum of the offsets (as de fined in 
subsection (d)) for each of the prior taxable years to which such loss 
may be ae 
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(c) Computation or Loss From Operations.—In computing the 
loss from operations for purposes of this subsection— 

(1) The operations loss deduction shall not be allowed. 

(2) The deductions allowed by sections 243 (relating to dividends 
received by corporations), 2 244 (relating to dw idends received on cer- 
tain preferred stock of public utilities), and 246 (relating to dividends 
received from certain foreign corporations) ) shall be computed urithout 
regard to section 246(b) as modified by section 809(e) (7). 

(d) Orrser Derinep. 

(1) In aeneraL.—For purposes of subsection (b)(2), the term 
“offset”’ means, with respect to any taxable year, an amount equal to 
that increase in the operations loss deduction for the taxable year 
which reduces the life insurance company taxable income (computed 
without regard to section 802(b)(3)) for such year to zero. 

a 2) OPERATIONS Loss DEDUCTION.—For purposes of paragraph 

the operations loss deduction for any taxable year shall be com- 
coed without regard to the loss from operations for the loss year or 
for any taxable year thereafter. 

) AppLicaATION oF SusriTLeE A AND SusrirLe F.—Except as pro- 
vide d in section 809(e), subtitle A and subtitle F shall apply in respect 
of operations loss carrybacks, operations loss carryovers, and the opera- 
tions loss deduction under this part in the same manner and to the same 
extent as such subtitles apply in respect of net operating loss carrybacks 
net operating loss carryovers, and the net operating loss deduction. 


Subpart D—Distributions to Shareholders 


Sec. 815. Distributions to shareholders. 
SEC. 815. DISTRIBUTIONS TO SHAREHOLDERS. 
(a) GeneraL Rute.—For purposes of this section and section 
802(b)(3), any distribution to shareholders shall be treated as made— 

(1) first out of the shareholders surplus account, to the extent 
there of, 

(2) then out of the policyhold rs surplus account, to the extent 
thereof, and 

) finally out of other accounts. 
For purposes of this subsection, the term “distribution”’ includes any 
distribution in redemption of stock or in partial or complete liquidation 
of the corporation, but does not include any distribution made by the 
corporation in its stock or in rights to acquire its stock. 
(6) SHAREHOLDERS SURPLUS ACCOUNT. 

(1) In generaLt.—Each stock life insurance company shall, for 
purposes of this part, establish and maintain a shareholders surplus 
account. The amount in such account on January 1, 1959, shall be 
zero. 

(2) Appirions To AaccounT.—The amount added to the share- 
holders surplus account for any taxable year beginning after December 
31, 1958, shall be the amount by which 

(A) the sum of 
(t) the life insurance company taxable income (com- 
puted without regard to section 802(b)(3)), 
(ii) the amount (if any) by which the net long-term 
capital gain exceeds the net short-term capital loss, 
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(itt) the deduction for partially tax-exempt interest 
provided by section 242 (as modified by section 809(e)(6)), 
the deduction for dividends received provided by section 243 
(as modified by section 809(e)(7)), and the amount of 
interest excluded from gross income under section 108, and 
(iv) the small business deduction provided by section 
809(d) (5), exceeds 
(B) the taxes imposed for the taxable year by section 802(a), 
determined without regard to section 802(6) (8). 

(3) Susrracrions From account.—There shall be subtracted 
from the shareholders surplus account for any taxable year the 
amount which is treated under this section as distributed out of such 
account. 


(c) PoticyHotpers Surptus AccounT.— 


(1) In generaL.—Each stock life insurance company shall, for 
purposes of this part, establish and maintain a siledheliere surplus 
account. The amount in such account on January 1, 1959, shall be 
zero. 

(2) AppiTions To accounr.—If the gain from operations for 
any taxable year beginning after December 31, 1958, exceeds the 
taxable investment income, there shall be added to the policyholders 
surplus account an amount equal to 50 percent of such excess. 

(3) SuprracTions From account.—There shall be subtracted 
from the policyholders surplus account for any taxable year an 
amount equal to the sum of— 

(A) the amount which (without regard to subparagraph (B)) 
is treated under this section as distributed out of the policy- 
holders surplus account, and 

(B) the amount by which the tax imposed for the taxable 
year by section 802(a) 1s increased by reason of section 802(b) (3). 


(d) Specrat Rvutes.— 


(1) ELECTION TO TRANSFER AMOUNTS FROM POLICYHOLDERS 
SURPLUS ACCOUNT TO SHAREHOLDERS SURPLUS ACCOUNT.— 


(A) In GenERAL.—A taxpayer may elect for any taxable 
year to subtract from its policyholders surplus account any 
amount in such account as of the close of such taxable year. 
The amount so subtracted, less the amount of the tax imposed 
with respect to such amount by reason of section 802(b) (3), shall 
be added to the shareholders surplus account as of the beginning 
of the succeeding taxable year. 

(B) MANNER AND EFFECT OF ELECTION.—The election pro- 
vided by subparagraph (A) shall be made (in such manner and 
in such form as the Secretary or his delegate may by regulations 
prescribe) after the close of the taxable year and not later than 
the time prescribed by law for filing the return (including ex- 
tensions thereof) for the taxable year. Such an election, once 
made, may not be revoked. 

(2) TERMINATION AS LIFE INSURANCE COMPANY.—Except as 
provided in section 381(c)(22) (relating to carryovers in certain 
corporate readjustments), if for any saetlte year the taxpayer is not 
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rest a life insurance company, then the amount taken into account under 
)), FF section 802(b)(3) for the preceding taxable year shall be increased 
a4 by the amount remaining in its policyholders surplus account at the 
of * close of such preceding taxable year. 
md | (3) TREATMENT OF CERTAIN INDEBTEDNESS.—If— 
von | (A) the taxpayer makes any payment in discharge of its 
; indebtedness, and 
a), (B) such indebtedness is attributable to a distribution by the 
taxpayer to its shareholders after February 9, 1959, 
ted then the amount of such payment shall, for purposes of this section 
the and section 802(b)(3), be treated as a dietribution in cash to share- 
uch holders, but only to the extent that the distribution referred to in sub- 
paragraph (B) was treated as made out of accounts other than the 
shareholders and policyholders surplus accounts. 
for (4) LIMITATION ON AMOUNT IN POLICYHOLDERS SURPLUS AC- 
lus count.—There shall be treated as a subtraction from the policy- 
l be holders surplus account for the taxable year the amount by which the 
policyholders surplus account (computed at the end of the taxable 
for year without regard to this paragraph) exceeds the greater of— 
the (A) 25 percent of life insurance reserves, or 
lers (B) 60 percent of the sum of the net premiums for such taz- 
able year, determined under section 809(c)(1). 
cted (e) Specrat Rove ror Cerrain Murtvaxizarions.— 
an (1) In GeneraL.—For purposes of this section and section 
802(b)(3), any distribution to shareholders in acquisition of stock 
B)) pursuant to a plan of mutualization shall be treated— 
wy- (A) first, as made out of paid-in capital and paid-in surplus, 
to the extent thereof, 
ible (B) thereafter, as made in two allocable parts— 
(3). (t) one part of which is made out of the other accounts 
referred to in subsection (a)(8), and 
ERS (ii) the remainder of which is a distribution to which 
subsection (a) applies. 
able (2) SPECIAL RULES. 
any (A) AtxLocaTion RATIO.—The - referred to in para- 
ear. graph (1)(B) (i) is the amount which bears the same ratio to the 
»sed amount to which paragraph (1)(B) applies as— 
hall (1) the excess (determined as of December 31, 1958) of 
ving the assets over the total liabilities, bears to 
(it) the sum (determined as of the beginning of the year 
pro- | of the distribution) of the excess described in clause (i), the 
and | amount in the shareholders surplus account, plus the 
ions | amount in the policyholders surplus account. 
han (B) ADJUSTMENT FOR CERTAIN DISTRIBUTIONS.—The excess 
 ex- described in subparagraph (A) (i) shall be reduced by the aggre- 
mee gate of the prior distributions which have been treated under 
subsection (a)(3) as made out of accounts other than the share- 
as holders surplus account and the policyholders surplus account. 
tain 
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Subpart E—Miscellaneous Provisions 


Sec. 817. Rules relating to certain gains and losses. 
Sec. 818. Accounting provisions. 
Sec. 819. Foreign life insurance companies. 


SEC. 817. RULES RELATING TO CERTAIN GAINS AND LOSSES. 
(a) TREATMENT OF CapiTAL Gains AND Losses, Erc.—lIn the case 
of a life insurance company— 
(1) in applying section 1231(a), the term “property used in the 
trade or business’’ shall be treated as including only— 
(A) property used in carrying on an insurance business, of 
a character which is subject to the allowance for depreciation 
provided in section 167, held for more than 6 months, and real 
property used in carrying on an insurance business, held for 
more than 6 months, which is not described in section 1231 (b) (1) 
(A), (B), or (C), and 
(B) property described in section 1231(b)(2), and 
(2) in applying section 1221(2), the reference to property used in 
trade or business shall be treated as including only property used 
in carrying on an insurance business. 
(b) Garn on Property Hetp on Decemser 31, 1958,—In the case 
of property acquired by the taxpayer before December 31, 1958, if 
(1) the fair market value of such property on such date exceeds the 
adjusted basis for determining gain as of such date, and 
(2) the taxpayer has been a life insurance company at all times on 
and after December 31, 1958, 
the gain on the sale or other disposition of such property shall be treated as 
an amount (not less than zero) equal to the amount by which the gain 
(determined without regard to this subsection) exceeds the difference be- 
tween the fair market value on December 31, 1958, and the adjusted basis 
for determining gain as of such date. In the case of property having a 
substituted basis (within the meaning of section 1016(b)), the preceding 
sentence shall apply, but only of during the holding periods concerned the 
property or properties were held only by life insurance companies. For 
purposes of this subsection, the term “‘property’’ does not include insurance 
and annuity contracts (and contracts supplementary thereto) and property 
described in paragraph (1) of section 1221. 
(c) Limiration on Capirat Loss Carryovers.—A net capital loss 
for any taxable year beginning before January 1, 1959, shall not be taken 
into account. 


SEC. 818. ACCOUNTING PROVISIONS. 


(a) Meruop or accountine.—All computations entering into the 

determination of the taxes imposed by this part shall be made 
(1) under an accrual method of accounting, or 

(2) to the extent permitted under regulations prescribed by the 

Secretary or his delegate, under a combination of an accrual method 

of accounting with any other method permitted by this chapter 
(other than the cash receipts and disbursements method). 

Except as provided in the preceding sentence, all such computations shall 

be made in a manner consistent with the manner required for purposes 

of the annual statement approved by the National Association of Insur- 

ance Commissioners. 
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(b) AmorTiIzATION OF PREMIUM AND AccrRUAL oF Discount. 

(1) In GenersaL.—The appropriate items of income, deductions, 
and adjustments under this part shall be adjusted to reflect the ap- 
propriate amortization of premium and the appropriate accrual of 
discount attributable to the taxable year on bonds, notes, debentures, 
or other evidences of indebtedness held by a life insurance company. 
Such amortization and accrual shall be determined— 

(A) in accordance with the method regularly employed by 
such company, if such method is reasonable, and 

(B) in all other cases, in accordance with regulations pre- 
scribed by the Secretary or his delegate. 

(2) SPECIAL RULES. 

(A) AMORTIZATION OF BOND PREMIUM.—In the case of any 
bond (as defined in section 171 (d)) acquired after December 31, 
1957, the amount of bond premium, and the amortizable bond 
premium for the taxable year, shall be determined under sec- 
tion 171(b) as if the election set forth in section 171(c) had been 
made. 

(B) CoNVERTIBLE EVIDENCES OF INDEBTEDNESS.—In no 
case shall the amount of premium on a convertible evidence of in- 
debtedness include any amount attributable to the conversion 
features of the evidence of indebtedness. 

(c) Lirr Insurance Reserves CompuTeD oN PrReEtimMInArY TERM 
Basits.—For purposes of this part (other than section 801), at the elec- 
tion of the taxpayer the amount taken into account as life insurance 
reserves with respect to contracts for which such reserves are computed on a 
preliminary term basis may be determined on either of the following bases: 

(1) Exacr revatuarion.—As if the reserves for all such con- 
tracts had been computed on a net level premium basis (using the 
same mortality assumptions and interest rates for both the pri- 
liminary term basis and the net level premium basis). 

(2) APPROXIMATE REVALUATION.—The amount computed with- 
out regard to this subsection— 

(A) inereased by $21 per $1,000 of insurance in force 
(other than term insurance) under such contracts, less 2.1 per- 
cent of reserves under such contracts, and 

(B) increased by $5 per $1,000 of term insurance in force 
under such contracts which at the time of issuance cover a period 
of more than 15 years, less 0.5 percent of reserves under such 
contracts. 

If the taxpayer makes an election under either paragraph (1) or (2) for 
any taxable year, the basis adopted shall be adhered to in making the 
computations under this part (other than section 801) for the taxable year 
and all subsequent taxable years unless a change in the basis of computing 
such reserves is approved by the Secretary or his delegate. 

(d) SHorrt TaxasteE Yrars.—lIf any return of a corporation made 
under this part is for a per iod of less than the entire calendar year (referred 
to in this subsection as “short period’’), then section 443 shall not apply in 
respect of such period, but— 

(1) the taxable investment income and the gain or loss from opera- 
tions shall be determined, under regulations prescribed by the Secre- 
tary or his delegate, on an annual basis by a ratable daily projection 
of the appropriate figures for the short period, 
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(2) that portion of the life insurance company taxable income 
described in paragraphs (1) and (2) of section 802(b) shall be deter- 
mined on an annual basis by treating the amounts ascertained under 
paragraph (1) as the taxable investment income and the gain or loss 
from operations for the taxable year, and 

(3) that portion of the life insurance company taxable income 
described in paragraphs (1) and (2) of section 802(b) for the short 
period shall be the amount which bears the same ratio to the amount 
ascertained under paragraph (2) as the number of days in the short 
period bears to the number of days in the entire calendar year. 

) TransirionaL Rute ror Cuanees 1N Meruop or Accounr- 


ING.— 


(1) In aenerat.—If the method of accounting required to be 
used in computing the taxpayer’s taxes under this part for the taxable 
year 1958 is different from the method used in computing its taxes 
under this part for 1957, then there shall be ascertained the net 
amount of those adjustments which are determined (as of the close of 
1957) to be necessary solely by reason of the change to the method 
required by subsection (a) in order to prevent amounts from being 
duplicated or omitted. The amount of the taxpayer’s tax for 1957 
shall be recomputed (under the law applicable to 1957) taking into 
account an amount equal to Mo of the net amount of the adjustments 
determined under the preceding sentence. The amount of increase 
or decrease (as the case may be) referred to in paragraph (2) or (3) 
shall be the amount of the increase or decrease ascertained under the 
preceding sentence, multiplied by 10. 

(2) TREATMENT OF DECREASE.—For purposes of subtitle F, if 
the recomputation under paragraph (1) results in a decrease, the 
amount thereof shall be a decrease in the tax imposed for 1957; 
except that for purposes of computing the period of limitation on 
the making of refunds or the allowance of credits with respect to 
such overpayment, the amount of such decrease shall be treated as 
an overpayment of tax for 1959. No interest shall be paid, for any 
period before March 16, 1960, on any overpayment of the tax im- 
posed for 1957 which is attributable to such decrease. 

(3) TREATMENT OF INCREASE.— 

(A) In eenerAL.—For purposes of subtitle F (other than 
sections 6016 and 6655), if the recomputation under paragraph 
(1) results in an increase, the amount thereof shall be treated as 
a tax imposed by this subsection = 1959. Such tax shall be 
payable vn 10 equal annual installments, beginning with March 
15, 1960. 

(B) Specrat ruLEs.—For purposes of subparagraph (A)— 

(i) No interest shall be paid on any installment described 
in subparagraph (A) for any period before the time pre- 
scribed in such subparagraph for the payment of such 
installment. 

(ii) Section 6152(c) (relating to proration of deficiencies 
to installments) shall apply. 

(iit) In applying section 6502(a)(1) (relating to collec- 
tion after assessment), the assessment of any installment 
described in subparagraph (A) shall be treated as made at 
the time prescribed by such subparagraph for the payment 
of such installment. 
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(iv) Except as provided in section 381(c)(22), if for any 
taxable year the taxpayer is not a life insurance company, 
the time for payment of any remaining installments de- 
scribed in subparagraph (A) shall be the date (determined 
without regard to any extension of time) for filing the return 
for such taxable year. 

(f{) Denia or Dovete Depuctions.—Nothing in this part shall 
permit the same item to be deducted more than once under subpart B and 
once under subpart C. 


SEC. 819. FOREIGN LIFE INSURANCE COMPANIES. 


(a) Carryinea on Unirep Srares InsurANCE Business.—A foreign 
life insurance company carrying on a life insurance business within the 
United States, if with respect to its United States business it would qualify 
as a life insurance company under section 801, shall be taxable on the 
United States business of such company in the same manner as a domestic 
life insurance company. 

(6) ApsusrmentT Wuere Svurptus Hextp in Unirep Srares Is 
Less Tuan Specir1ep Minimum.— 

(1) In generat.—In the case of any company described in sub- 
section (a), if the minimum figure determined under paragraph (2) 
exceeds the surplus held in the United States, then— 

(A) the policy and other contract liability deduction (deter- 
mined under section 805 without regard to this subsection), and 

(B) the total of the amounts allowable as deductions under 
section 809 (determined without regard to this subsection), 

shall each be reduced by an amount determined by multiplying such 
excess by the investment yield rate (as defined in section 805(c)(1)). 

(2) Derinitions.—For purposes of paragraph (1)— 

(A) The minimum figure is the amount determined by 
multiplying the taxpayer’s total insurance liabilities on United 
States business by— 

(i) in the case of a taxable year beginning before Janu- 
ary 1, 1959, 9 percent, and 
(it) in the case of a taxable year beginning after Decem- 
ber 31, 1958, a percentage for such year to be determined 
and proclaimed by the Secretary or his delegate. 
The percentage determined and proclaimed by the Secretary or 
his delegate under clause (ii) shall be based on such data with 
respect to domestic life insurance companies for the preceding 
taxable year as the Secretary or his delegate considers repre- 
sentative. Such percentage shall be computed on the basis of a 
ratio the numerator of which is the excess of the assets over the 
total insurance liabilities, and the denominator of which is the 
total insurance liabilities. 

(B) The surplus held in the United States is the excess of the 
assets held in the United States over the total insurance liabilities 
on United States business. 

For purposes of this paragraph and subsection (c), the term “total 
insurance liabilities’ means the sum of the total reserves (as defined 

in section 801(c)) plus (to the extent not included in total reserves) 

the items referred to in paragraphs (8), (4), and (5) of section 810(c). 

(c) Disrrisurions To MSHAREHOLDERS.—In applying _ sections 
802(b)(8) and 815 for purposes of subsection (a), the amount of the dis- 
tributions to shareholders shall be the amount which bears the same ratio 
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to the total amount of the distributions to shareholders (within the meaning 
of section 815) of the foreign life insurance company as the minimum 
figure for the taxable year (determined under subsection (b) (2) (A)) 
bears to the excess of the assets of the company over the total insurance 
liabilities. 

(d) No Unirep Srares Insurance Business.—Foreign life insur- 
ance companies not carrying on an insurance business within the United 
States shall not be taxable under this part but shall be taxable as other 
foreign corporations. 

SEC. 841. CREDIT FOR FOREIGN TAXES. 

The taxes imposed by foreign countries or possessions of the United 
States shall be allowed as a credit against the tax of a domestic insur- 
ance company subject to the tax imposed by section 802, [811,] 821, 
or 831, to the extent provided in the case of a domestic corporation in 
section 901 (relating to foreign tax credit). For purposes of the pre- 
ceding sentence, the term ‘taxable income” as used in section 904 
means— 

[(1) in the case of the tax imposed by section 802 or 811, the 
net investment income (as defined in section 803(c) ).J 
(1) in the case of the tax imposed by section 802, the life insurance 
company taxable income (as defined in section 802(b) ), and 
(2) in the case of the tax imposed by section 831, the taxable 
income (as defined in section 832 (a) ). 
SEC. 842. COMPUTATION OF GROSS INCOME. 

The gross income of insurance companies subject to the tax imposed 
by section 802, [811,] or 831 shall not be determined in the manner 
provided in part I of subchapter N (relating to determination of 


sources of income). 
= * - a * o 8 


SEC. 891. DOUBLING OF RATES OF TAX ON CITIZENS AND CORPORA- 
TIONS OF CERTAIN FOREIGN COUNTRIES. 

Whenever the President finds that, under the laws of any foreign 
country, citizens or corporations of the United States are being sub- 
jected to discriminatory or extraterritorial taxes, the President shall 
so proclaim and the rates of tax imposed by sections 1, 3, 11, 802, 
[811,] 821, 831, 852, 871, and 881 shall, for the taxable year during 
which such proclamation is made and for each taxable year thereafter, 
be doubled in the case of each citizen and corporation of such foreign 
country; but the tax at such doubled rate shall be considered as 
imposed by such sections as the case may be. In no case shall this 
section operate to increase the taxes imposed by such sections (com- 
puted without regard to this section) to an amount in excess of 80 
percent of the taxable income of the taxpayer (computed without 
regard to the deductions allowable under section 151 and under part 
VIII of subchapter B). Whenever the President finds that the laws 
of any foreign country with respect to which the President has made a 
proclamation under the preceding provisions of this section have been 
modified so that discriminatory and extraterritorial taxes applicable 












































to citizens and corporations of the United States have been removed, | 
he shall so proclaim, and the provisions of this section providing for | 


doubled rates of tax shall not apply to any citizen or corporation of 


such foreign country with respect to any taxable year beginning after 


such proclamation is made. 


* ™ + ® * * * 
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SEC. 1016. ADJUSTMENTS TO BASIS. 
(a) GENERAL RuLe.—Proper adjustment in respect of the property 
: shall in all cases be made— 

(1) for expenditures, receipts, losses, or other items, properly 
chargeable to capital account, but no such adjustment shall be 
made— 

(A) for taxes or other carrying charges described in section 
266, or 

(B) for expenditures described in section 173 (relating to 
circulation expenditures), 

i for which deductions have been taken by the taxpayer in deter- 
: mining taxable income for the taxable year or prior taxable years; 
(2) in respect of any period since Poleiect 28, 1913, for ex- 
haustion, wear and tear, obsolescence, amortization, and deple- 
tion, to the extent of the amount— 

(A) allowed as deductions in computing taxable income 
under this subtitle or prior income tax laws, and 

(B) resulting (by reason of the deductions so allowed) in a 
reduction for any taxable year of the taxpayer’s taxes under 
this subtitle (other than chapter 2, relating to tax on self- 
employment income), or prior income, war-profits, or excess- 
profits tax laws, 

but not less than the amount allowable under this subtitle or 
prior income tax laws. Where no method has been adopted 
under section 167 (relating to depreciation deduction), the amount 
allowable shall be determined under section 167(b)(1). Subpar- 
agraph (B) of this paragraph shall not apply in respect of any 
period since February 28, 1913, and before January 1, 1952, 
unless an election has been made under section 1020. Where for 
any taxable year before the taxable year 1932 the depletion 
allowance was based on discovery value or a percentage of in- 
come, then the adjustment for depletion for such year shall be 
based on the depletion which would have been allowable for such 
year if computed without reference to discovery value or a 
percentage of income; 
(3) in respect of any period— 

(A) before March 1, 1913, [and] 

(B) since February 28, 1913, during which such property 
was held by a person or an organization not subject to 
income taxation under this chapter or prior income tax laws, 
and 

(C) since February 28, 1913, and before January 1, 19658, 
during which such property was held by a person subject to tax 
under part I of subchapter L (or the corresponding provisions 
of prior income tax laws), to the extent that paragraph (2) does 
not apply, 

for exhaustion, wear and tear, obsolescence, amortization, and 
depletion, to the extent sustained; 
* * o* * * * * 


(17) wm the case of any evidence of indebtedness referred to in 
section 818(b) (relating to amortization of premium and accrual of 
discount in the case of life insurance companies), to the extent of the 
adjustments required under section 818(b) (or the corresponding 
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provisions of prior income tax laws) for the taxable year and all 
prior taxable years; 
* *~ * * a * + 


SEC. 1201. ALTERNATIVE TAX. 


(a) Corrorations.—If for any taxable year the net long-term 
capital gain of any corporation exceeds the net short-term capital 
loss, then, in lieu of the tax imposed by sections 11, 511, [802(a),] 


821(a)(1) or (b), and 831(a), there is hereby imposed a tax (if such | 


tax is less than the tax imposed by such sections) which shall consist 
of the sum of— 
(1) a partial tax computed on the taxable income reduced by 
the amount of such excess, at the rates and in the manner as if 
this subsection had not been enacted, and 
(2) an amount equal to 25 percent of such excess, or, in the case 
of a taxable year beginning before April 1, 1954, an amount equal 
to 26 percent of such excess. 
In the case of a taxable year beginning before April 1, 1954, the amount 
under paragraph (2) shall be determined without regard to section 21 
(relating to effect of change of tax rates). 

* * + * + * + 


(c) Lire Insurance CoMPANIES.— 


For alternative tax in case of life insurance companies, see 
section 802(a)(2). 


* * * * * * * 


SEC. 1232. BONDS AND OTHER EVIDENCES OF INDEBTEDNESS. 

(a) GeneRAL Ru.ie.—For purposes of this subtitle, in the case of 
bonds, debentures, notes, or certificates or other evidences of indebted- 
ness, which are capital assets in the hands of the taxpayer, and which 
are issued by any corporation, or government or political subdivision 
thereof— 

(1) RetrreMENT.—Amounts received by the holder on retire- 
ment of such bonds or other evidences of indebtedness shall be 
considered as amounts received in exchange therefor (except 
that in the case of bonds or other evidences of indebtedness issued 
before January 1, 1955, this paragraph shall apply only to those 
issued with interest coupons or in registered form, or to those in 
such form on March 1, 1954). 

(2) SALE OR EXCHANGE. 

(A) GENERAL RULE.—Except as provided in subparagraph 
(B), upon sale or exchange of bonds or other evidences of 
indebtedness issued after December 31, 1954, held by the 
taxpayer more than 6 months, any gain realized which does 
not exceed— 

(i) an amount equal to the original issue discount (as 
defined in subsection (b)), or 

(ii) if at the time of original issue there was no 
intention to call the bond or other evidence of indebted- 
ness before maturity, an amount which bears the same 
ratio to the original issue discount (as defined in sub- 
section (b)) as the number of complete months that the 
bond or other evidence of indebtedness was held by the 
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d all taxpayer bears to the number of complete months from 
the date of original issue to the date of maturity. 
shall be considered as gain from the sale or exchange of 
property which is not a capital asset. Gain in excess of 
senue such amount shall be considered gain from the sale or ex- 
pital change of a capital asset held more than 6 months. 
(a) (B) Excreptions.—This paragraph shall not apply to— 
: (i) obligations the interest on which is not includible 
in gross income under section 103 (relating to certain 
governmental obligations), or 
a be (ii) any holder who has purchased the bond or other 
: evidence of indebtedness at a premium. 


such 
nsist 


as if [(C) Execrtion as To rncLtuston.—In the case of obliga- 
ene tions with respect fo which the taxpayer has made an election 
qual provided by section 454 (a) and (c) (relating to accounting 
rules for certain obligations issued at a discount), this section 
omens shall not require the inclusion of any amount previously 
n 2] includible in gross income. ] 


(C) DovuBLE INCLUSION IN INCOME NOT REQUIRED.—This 
section shall not require the inclusion of any amount previously 
includible in gross income. 

* * * * * * x 
}, See SEC. 1504. DEFINITIONS. 

(a) Derinition or “AFFILIATED Group’’.—As used in this chap- 
ter, the term ‘“‘affiliated group”? means one or more chains of includ- 
ible corporations connected through stock ownership with a common 
se of | parent corporation which is an includible corporation if— 


bted- (1) Stock possessing at least 80 percent of the voting power of 
yhich all classes of stock and at least 80 percent of each class of the 
‘ision nonvoting stock of each of the includible corporations (except 
the common parent corporation) is owned directly by one or 
stire- more of the other includible corporations; and 
ll be (2) The common parent corporation owns directly stock pos- 
xcept sessing at least 80 percent of the voting power of all classes of 
ssued stock and at least 80 percent of each class of the nonvoting stock 
those of at least one of the other includible corporations. 


se in | As used in this subsection, the term “stock” does not include non- 
voting stock which is limited and preferred as to dividends. 
(b) DeFINITION or “INCLUDIBLE CoRPORATION’’.—As used in this 
raph | chapter, the term “includible corporation’? means any corporation 
es of | except— 


y the (1) Corporations exempt from taxation under section 501. 

does (2) Insurance companies subject to taxation under section 802, 
[811,] or 821. 

it (as (3) Foreign corporations. 

(4) Corporations entitled to the benefits of section 931, by 
is no reason of receiving a large percentage of their income from 
bted- sources within possessions of the United States. 
same (5) Corporations organized under the China Trade Act, 1922. 
sub- (6) Regulated investment companies subject to tax under sub- 
t the chapter M of chapter 1. 


y the 
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(7) Unincorporated business enterprises subject to tax as cor- 
porations under section 1361. 

(8) An electing small business corporation (as defined in section | 
1371(b)). 


* * * * * * + 


SEC, 4371. IMPOSITION OF TAX. 

There is hereby imposed, on each policy of insurance, indemnity 
bond, annuity contract, or policy of reinsurance issued by any foreign 
insurer or reinsurer, a tax at the following rates: 

(1) CASUALTY INSURANCE AND INDEMNITY BONDS.—Four cents 
on each dollar, or fractional part thereof, of the premium charged 
on the policy of casualty insurance or the indemnity bond, if 
issued to or for, or in the name of, an insured as defined in section 
4372(d); 

(2) Lirg INSURANCE, SICKNESS, AND ACCIDENT POLICIES, AND 
ANNUITY CONTRACTS.—One cent on each dollar, or fractional part 
thereof, of the premium charged on the policy of life, sickness, 
or accident insurance, or annuity contract, unless the insurer is 
subject to tax under section [816] 819; 

(3) RernsuRANCE.—One cent on each dollar, or fractional part 
thereof, of the premium charged on the policy of reinsurance 
covering any of the contracts taxable under paragraph (1) or (2). 
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VI. SUPPLEMENTAL VIEWS ON H.R. 4245 


The undersigned members of the Committee on Ways and Means 
have joined in expressing these supplemental views because of one 
principal concern that we share with respect to your committee’s bill. 

We are concerned that insufficient consideration has been given to 
the economic impact of the revenue implications of the bill H.R. 
4245. We do not make the point that too little, just enough, or too 
much revenue is extracted from the insurance industry and its policy- 
holders; we do make the point that the economic aspects of this issue 
must be further studied and evaluated before the Congress can have 
confidence that the tax burden imposed under your committee’s bill 
is appropriate in magnitude and equitable in distribution. 

The bill produces aggregate revenue for taxable year 1958 of $545 
million. This is $45 million more than the 1942 formula would 
produce if applied to 1958 income. The first step in the bill, which 
deals with the taxation of investment income (earnings on policy- 
holder savings), results in a tax increase of approximately $5 million 
more than the 1942 act which like step 1 of the bill applies only to 
investment income. Both the Treasury Department and the Con- 
gress have recognized that the 1942 act was based on an artificial 
formula which produced little or no revenue in 1947 through 1949 and 
now 11 years later would impose an inequitable tax burden on policy- 
holder savings. 

With respect to the 1942 formula the Senate Committee on Finance 
made the following statement in its committee Report No. 1571 of 
the 84th Congress at the time of favorably reporting the legislation 
(H.R. 7201) embodying the Mills-Curtis stopgap to the Senate: 


Your committee did not feel able to give adequate con- 
sideration to the problems involved in the short time before 
adjournment. This left life insurance companies apparently 
subject to tax on 1955 income under the terms of the 1942 
formula, which would involve a higher tax than was imposed 
under the House bill. Since your committee did not intend 
that this formula should come into operation * * *. 


However, it is clear that the new formula imposes a still greater total 
burden on policyholder savings than would result from the 1942 
formula. 

Compared with the Mills-Curtis stopgap: law the bill increases the 
aggregate tax on life insurance companies for 1958 by approximately 
$226 million. Thus, the tax for 1958 will be more than 70 percent 
higher than that paid in 1957. Of this increase, $186 million is levied 
on the earnings on policyholder savings and $40 million will be derived 
from so-called underwriting gains. W jith respect to the Mills-Curtis 
formula it is significant to note that the revenue experience under that 
method of taxing insurance companies resulted in increasing tax col- 
lections each year it was in effect reflecting the growth exper ‘ienced by 
the industry. 
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Testimony before the Ways and Means Committee disclosed that 
over half of the life insurance in force today does not involve savings 
features. Inflation and taxation have influenced this result. The 
trend toward pure protection and away from savings features is of 
great economic concern. Healthy expansion of our economy depends 
in a large measure on the rate of capital accumulation made available 
through private savings institutions such as life insurance companies. 
Taxes on investment income tend to reduce the interest credited to 
policyholder savings and such a tax burden further discourages saving 
through the purchase of life insurance. 

In considering the revenue aspects of the bill it should also be 
recognized that Tite insurance companies are already heavily taxed by 
the States, possibly more heavily taxed than any other industry. 
These State taxes are unique and have no counterpart in the case of 
other thrift institutions. In enacting the McCarran Act Congress 
recognized the traditional and exclusive regulatory role of the States 
and impliedly evidenced a congressional intent to give priority to the 
States in taxing the insurance business. The State taxes on life 
insurance premiums will exceed $300 million for tax year 1958. 
When these State taxes are added to the revenue anticipated under 
the bill the aggregate exaction will exceed $845 million. Five years 
ago the combined Federal and State taxes were less than 50 percent 
of this figure. This trend in life insurance taxes is likely to increase 
the cost of insurance and to reduce the return on insurance savings to 
the point where the savings features of life insurance will be less 
attractive to the public. 

Individual economic security is now being provided the public by 
life insurance companies, other thrift institutions, and through the 
social security system. It is sound public policy to encourage every- 
one to provide for his own security on a voluntary basis and our tax 
laws should encourage, not deter, such efforts. This bill, however, 
makes voluntary provision for one’s own economic security relatively 
less attractive since it increases the tax on life insurance while invest- 
ment earnings under the social security system are free from either 
Federal or State tax. This increases the advantage of the social 
security system over voluntary individual protection offered by life 
insurance companies, particularly if the latter must absorb taxes of 
the magnitude provided in the bill. Public awareness of this differ- 
ential in cost will most certainly lead to increased demand for larger 
social security benefits and less incentive to build security on a 
voluntary basis. 

The economic considerations set forth in these supplemental views 
must be evaluated objectively and thoroughly if we are to avoid 
possible impairment of the national economy and of the Federal tax 
base. 

Danie. A. ReEep. 
Ricnuarp M. Simpson. 
Noau M. Mason. 
JoHN W. ByRnzgs. 
Howarp H. Baker. 
Tuomas B. Curtis. 
Victor A. Knox. 
James B. Ur. 
Jackson E. Berts. 
Bruce ALGER. 





